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BUSINESS MORTALITY AMONG RETAIL MEAT 
STORES IN CHICAGO BETWEEN 1920 
AND 1933 


HOWARD C. GREER‘ 


T IS well known that the business life of many retail enter- 
prises is a brief one. Several studies have revealed that this 
is particularly true in those lines which require only a small 

investment and limited experience and technical skill.? 

The retail meat business clearly is one which individuals enter 
and leave in large numbers and with great frequency. Almost 
anyone with a little experience as a meat cutter, who has saved 
or borrowed a few hundred dollars, can open a retail meat store. 
On the other hand, keen competition limits the profits of the 
enterprise, and many stores fail to return a sufficient livelihood to 
the proprietor to enable him to continue the business for long. 

In order to develop some significant facts as to this situation the 


* Mr. Greer is director of the Institute of Meat Packing at the University of 
Chicago. 

2E. D. McGarry, Retail Trade Mortality, “University of Buffalo Studies in 
Business,” No. 4 (1930); Paul D. Converse, Business Mortality of Illinois Retail 
Stores from 1925 to 1930 (University of Illinois, Bureau of Business Research, Bull. 
41 [December 15, 1931]); Some Aspects of Grocery Store Failures, “University of 
Nebraska Studies in Business,’’ No. 14; C. F. Phillips, “Chain Store Mortality,” 
Journal of Business of the University of Chicago, XII, No. 4 (October, 1934). 
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Institute of Meat Packing at the University of Chicago, in co- 
operation with the Social Science Research Council of the Univer- 
sity, undertook a study of business mortality of retail meat stores 
in Chicago during the period from 1920 to 1933. The analysis was 
based on information taken from credit-rating directories pub- 
lished by R. G. Dun and Company (now Dun and Bradstreet, 
Inc.) and was made possible by the co-operation of that organ- 
ization. 

The method employed was as follows: From the directory for 
July of each year a card list was prepared showing the name and 
credit rating of every individual and organization operating 
either a retail meat store or a combination meat-and-grocery store 
at that date. From this record it was possible to determine for 
the entire period the numbers and identities of stores newly enter- 
ing business in each year and of stores discontinuing business in 
each year. Each enterprise was identified by name, without regard 
to location; this is to say, that when a new name appeared in the 
directory, the business was treated as a new store even though it 
might be conducted at the same address as some previous store; 
on the other hand, as long as a name remained in the directory, 
the business was treated as a continuing one even though the 
location might have changed. 

The enumerations were made with great care, but the tabu- 
lated totals in this article are subject to minor inaccuracies, owing 
to the fact that in some instances the cards for large aggregate 
numbers were measured instead of being counted; tests indicate 
that figures thus arrived at were subject to errors of relatively 
insignificant amount. It should be noted also that the enumera- 
tion is incomplete to the extent that it does not cover such stores 
as may have entered and discontinued business between two of 
the annual enumeration dates; that is, if a store began business 
after July of one year and discontinued before July of the next, 
it does not appear in the summary at all. Subject to these quali- 
fications the figures are believed to present a comprehensive and 
accurate record of changes in identity among Chicago retail meat 
stores in the period covered. 
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TOTAL NUMBER OF STORES AND PROPORTIONS 
OF VARIOUS TYPES OF STORES 


A study of the retail meat business in Chicago is largely a study 
of the operations of individually owned retail stores. Until very 
recent years chain stores have operated no more than a negligible 
number of retail meat markets in Chicago. A few local chains 
have had a total of from one hundred to two hundred outlets. 
The large national and sectional chains, which operate combina- 
tion stores in many localities, have confined their Chicago opera- 
tions principally to straight grocery stores, though sometimes 
selling prepared and packaged meats along with other refrigerator 
items such as eggs, butter, cheese, and lard. 

With the recent tendency toward greater numbers of combina- 
tion stores in the country as a whole, some of the large chains have 
opened their own meat counters in many of their Chicago stores, 
and others have arranged for the operation of an independent 
meat market adjacent to the store or as a “concession” within the 
store itself. In numbers, however, retail meat stores in Chicago 
as late as 1933 still were predominantly of the individually owned 
type, though the volume handled by chain-store units may have 
been a very significant portion of the total. 

Table I shows the total number of individually owned stores 
reported in the credit-agency directories for each year from 1920 
through 1933, also the estimated number of chain-store units in 
operation in each of the last five years of the period. Chain stores 
apparently represented less than 4 per cent of the outlets as late 
as 1929, and, although their numbers increased after that, chain- 
store units were still only 8} per cent of the total retail outlets in 
1933. Figures on the number of chain-store units did not appear 
in the credit-agency directories and have been partly estimated 
on the basis of information furnished by the chains themselves 
and by other agencies. 


3 These estimates correspond rather closely with the figures in the United States 
Census of Distribution for 1929 but are widely at variance with those reported in 
the census for 1933. Census figures in the latter year indicate a very large increase 
in the number of chain units of combination stores in Chicago, an increase which it 
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Changes from year to year in the total number of retail outlets 
per thousand of population are also shown in Table I. In 1920 
there were 1.78 stores per thousand people. During the sharp 
business depression in the next two years this number dropped 
to 1.47 in 1921 and 1.45 in 1922. This decline was followed by 


TABLE I 
NUMBERS OF CHICAGO RETAIL MEAT STORES BY TYPE OF OPERATION 
(Figures in Totals and per Thousand of Population) 









































INDIVIDUALLY Caamn-STORE ALL RETAIL a 
Ownep SToRES Units* MEAT STORES “ 
— AGE CHAIN 
Units 
(July 1) a 
Total Per M Total Per M Total Per M en 
No. Pop. No. Pop. No. Pop. 
Peer er 4,818 SAREE aera RPE cre Sew ueeea is Pate eee 
Re 4,172 SS ees See Sere Serre 
ery 4,213 GE CRS Se ie Zeer 
és enalan 4,451 Ty See: See eee See Ae See 
ES wenahstn a 4,839 EES ee Sane Reeree nee are 
Ci vcehinn 5,407 “ee Sree Sree eam 
eee 5,499 FTG SSS? Gace Sees Sap See peer 
nia wkawe 5,519 > Ql Se SA See: SER ey -e ere 
Pe ccaeaes 5,599 1.70 heer faeries SERA re See ereey “Pere 
GOED. casnccus 5,351 1.59 220 .07 5,571 1.66 3.9 
1930.......-. 5,084 | 1.51 320 .09 5,404 | 1.60 5.9 
FEO Te 4,991 1.46 340 .10 5,331 1.56 6.4 
ee 4,916 1.43 390 58 5,306 1.54 7.4 
Css case 4,883 1.40 460 .13 5,343 1.53 8.6 











* Data on chain-store units partly estimated—not available for years prior to 1929. See also n. 3 on 
page Io1. 


several years of increases in numbers, with the total number 
unning between 1.70 and 1.75 from 1925 to 1928. The depression 
years following 1929 again were marked by a decrease in the 
number of stores, both absolutely and relative to total population, 
and by 1933 there were only 1.40 individually owned stores per 


has not been possible to corroborate by information obtainable direct from the chain 
organizations. The discrepancy is difficult to explain except on the theory that the 
basis of classifying chain units as “combination stores” in the census reports for 
1933 must have been somewhat different from that used in 1929. It is believed 
that the estimates in Table I closely represent the growth between 1929 and 1933 
in the number of chain-store units handling meats, if an identical basis of classifica- 
tion is used throughout the period. 
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thousand of population. Even with the inclusion of chain-store 
units, the number of outlets per thousand of population in 1933 
was smaller than at any time in ten years. 

With the number of outlets ranging principally between 1.50 
and 1.75 per thousand of population, it appears that the average 
retail meat store in Chicago normally serves about 150 families. 


TABLE II 


NUMBER AND DISTRIBUTION OF INDIVIDUALLY OWNED CHICAGO RETAIL 
MEAT STORES AS BETWEEN STRAIGHT MEAT MARKETS 
AND COMBINATION STORES 

















No. oF STorES PERCENTAGE TO TOTAL 
YEAR 

uly 1) Meat Combination All Meat Meat Combination 
Markets Stores Stores Markets Stores 
Sn ek eos 1,944 2,874 4,818 40.3 59.7 
Eee 1,670 2,502 4,172 40.0 60.0 
Ee 1,743 2,470 4,213 41.4 58.6 
cca aes 1,928 2,523 4,451 43-3 56.7 
GRiicsstscaws 2,128 2,711 4,839 44.0 56.0 
1Q25...----+ees 2,436 2,971 5,407 45.1 54-9 
1926........... 2,460 3,039 5,499 44.7 55-3 
BOOT. scveseses 2,496 3,023 5,519 45.2 54.8 
re 2,587 3,012 5,599 46.2 53.8 
_ 2,488 2,863 5,351 46.5 53-5 
1930...... ++] 2,360 2,724 5,084 46.4 53.6 
ee 2,355 2,636 4,991 47.2 52.8 
De ranceaead 2,271 2,645 4,916 46.2 53.8 
Misceiccucee 2,256 2,627 4,883 46.2 53.8 
Average.... 2,223 2,759 4,982 44.6 55-4 




















In periods of depression it has taken a larger number of families 
to keep a meat store going, but in periods of prosperity a smaller 
number has sufficed. 

Since the individually owned retail store has proved to be the 
predominant type of outlet, the remaining tables in this study 
present data for such stores only. These stores are of two kinds— 
straight meat markets and combination meat- and grocery-stores 
(the latter referred to herein simply as “combination stores’’). 
Where data are given for “all meat stores,” it may be understood 
that these include both straight meat markets and combination 
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meat-and-grocery stores operated under individual ownership. 
There are, of course, other classes of stores selling some meats, 
but their experience has not been recorded. 

Table II shows a distribution of the number of outlets in each 
year as between meat markets and combination stores. It will be 
observed that there has been a slight but rather steady tendency 
for the percentage of straight meat markets to increase and the 


TABLE III 


CHANGES IN NUMBERS OF INDIVIDUALLY OWNED RETAIL 
MEAT STORES IN BUSINESS 

















. ToTaL . Net In- Pcr. to ToTaL 
No. oF - . No. aT 
Year ENDING No. IN No. oF CREASE 
En- END oF 
Juty 1 einen Business | Disconrt. —~e or De- 

tn YEAR CREASE Entr. Discont. 

PR cs cacenentadsiada ee ee ee a Se See See ree 
a ee 1,160 5,978 1,806 4,172 — 646 24.1 37-4 
ee 1,338 5,510 1,297 4,213 + 41 32.1 31.0 
Ee 1,316 5,520 1,078 | 4,451 +238 31.2 25.6 
OO, oc teeeee 1,417 5,868 1,029 4,839 +388 31.8 23.1 
ee 1,611 6,450 1,043 5,407 +568 | 33.3 21.5 
ae 1,372 | 6,779 | 1,280] 5,409] +92] 25.4 23-7 
Oe 1,386 6,885 1,366 5,519 + 20 25.2 24.8 
Ss cae vnee 1,288 | 6,807 1,208 5,599 + 80 23.3 21.9 
Ns os 4% ores 959 6,558 1,207 5,351 — 248 17.1 21.5 
a er 044 6,205 1,211 5,084 — 267 17.6 22.6 
ee 844 5,928 937 4,991 — 93 16.6 18.4 
a 817 5,808 892 4,916 — 75 16.4 17.9 
1933........ 748 | 5,664 781 | 4,883 | — 33 | 15.2 15.9 
Average..| 1,169 | 6,158 2,060 1 G:006 bo--csscsk 28-6 23.3 


























percentage of combination stores to decline. As a result, straight 
meat markets, which comprised about 40 per cent of all outlets 
in 1920 and 1921, made up 46 per cent of the total outlets in 1933, 
with a corresponding downward change in the percentage of com- 
bination stores. It does not necessarily follow that the volume 
of business done by each has changed in the same proportions; 
in fact, evidence presented elsewhere suggests the opposite con- 
clusion.‘ 

It may be noted also from Table II that the variation in the 


4 See United States Census of Distribution for 1929 and 1933 on sales of meat mar- 
kets and combination stores. 
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total number of stores in business at any one time has been 
greater among straight meat markets than among the combina- 


TABLE IIIa 
CHANGES IN NUMBERS OF STRAIGHT MEAT MARKETS IN BUSINESS 









































‘ ToTaL e Net In- Pcr. tro ToTaL 
. No. or . No. aT 
Year ENDING No. In No. oF CREASE 
En- END oF 
Juty 1 Busiess | Discont. - or De- 
TRANCES ‘ YEAR . 

mn YEAR CREASE Entr. Discont. 

Ee Pee a cn ii oct ia 1,044 egy. See 
eee 427 2,371 701 1,670 —274 22.0 36.1 
ae 537 2,207 464 1,743 + 73 32.2 27.8 
re 597 2,340 412 1,928 +185 34.3 23.6 
NR inisen aan 622 2,550 422 2,128 +200] 32.3 21.9 
"SRE ee 728 2,856 420 2,436 +308 34.2 19.7 
1926. 597 3,033 573 2,400} + 24] 24.5 23-5 
ee 655 3,115 619 2,496 + 36 26.6 25.2 
re 622 3,118 531 2,587 + gI 24.9 21.3 
RR Six ic ne we 451 3,038 550 2,488 — 99 17.4 21.3 
esa hreceve all 456 2,044 584 2,360 —128 18.3 23.5 
| rere 424 2,784 429 2,355 — § 18.0 18.2 
iii oars 396 2,751 480 2,271 — 84 16.8 20.4 
Sina saa 415 2,686 430 2,256 — 15 18.3 18.9 
Average. . 533 2,753 509 eee 24.0 22.9 

TABLE IIIb 


CHANGES IN NUMBERS OF COMBINATION STORES IN BUSINESS 














. ToTAL . Net In- Pcr. to ToTraL 
. No. or . . No. At 
YEAR ENDING No. In No. oF . CREASE 
En- 4 < END AT 
Juty 1 nesein Business | Drsconr. Was or De- 

’ tn YEAR : CREASE Entr Discont. 
EEC Te Sn Hore OY) eee peer ee Meee 
1921 733 3,607 | 1,105 2,502 | —372]| 25-5 38.4 
ere 801 3,303 833 2,470 — 32] 32.0 33-3 
ee ris eek 719 3,189 666 2,523 + 53 29.1 26.9 
OS See 795 3,318 607 2,711 +188 | 31.5 24.0 
ey 883 3,594 623 2,971 +260 | 32.6 23.0 
Bissccexus 775 3,740 707 3,039 + 68 26.1 23.8 
I vasicnsaui 731 3,770 747 3,023 — 16 24.1 24.6 
ae 666 3,689 677 3,012 — I2 22.0 22.4 
WR padenaas 508 3,520 657 2,863 —149 16.9 21.8 
eee 488 3,351 627 2,724 —139 17.0 21.9 
Oe 420 3,144 508 2,636 — 88 15.4 18.6 
| ere 421 3,057 412 2,645 + 9 16.0 15.6 
aS eae 333 2,978 351 2,627 — 18 12.6 13.3 
Average. . 636 3,405 655 KY eee 23.0 23.7 
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tion stores. The largest number of meat markets was more than 
half again as great as the smallest number, but the largest num- 







CHART I 


NuMBERS OF RETAIL MEAT STORES IN BUSINESS 
DURING AND AT END OF EACH YEAR 


































































































1921-33 
No. of No. of 
Stores Stores 
8,000 6,000 
7,000 7,000 
No. in business during year 
6,000 6,000 
6,000 *,4 + + —G 5,000 
No. in business at end of year 
4,000 4,000 
3,000 3,000 
2,000 2,000 
‘ 
‘ 
1,000 1,000 
° ° 
1921 22 23 24 26 26 27 8 9 50 31 32 33 























ber of combination stores was less than one-fourth greater than 
the smallest number. 
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RATES OF ENTRANCE AND DISCONTINUANCE 


It is evident from Table II that the total number of stores in 
business usually has not varied greatly from one year to the next 
(the 1920-21 period is an exception). It may not be assumed from 
this, however, that the number of changes in ownership of Chi- 
cago retail meat stores has been small. Quite the contrary is the 
case, as will be evident from examination of Tables III, IIIa, 


and IIIb. 
CHART II 
PERCENTAGE OF NUMBER OF ENTRANCES AND DISCONTINUANCES 
To ToTaL NuMBER OF MEAT STORES IN BUSINESS 
BY YEARS, 1921-33 
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These tables show, for each year, the number of stores entering 
business, the number discontinuing business, the net increase or 
decrease in the number operating, and the percentage which the 
number of entrances and discontinuances are to the total number 
in business at the beginning of the year. The facts presented in 
these tables are shown graphically in Charts I, II, and III. 

The sharp decrease in store numbers between 1920 and 1921 
has already been mentioned. In each of the next seven years the 
number of stores entering business exceeded the number discon- 
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CHART III 


To ToTAL NUMBER OF STORES IN BUSINESS 
BY YEARS, 1921-33 
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tinuing, a peak number of approximately 5,600 stores being 
reached in 1928. After this, in each of the next five years the 
number discontinuing exceeded the number entering, with the 
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total number in business declining to slightly less than 4,900 in 
1933. 

It is noteworthy that both the rate of entrance and the rate of 
discontinuance greatly declined in the latter years of the period. 
Between 1921 and 1928 the numbers of stores entering and dis- 
continuing each year averaged between 26 and 28 per cent of all 
the stores in business. In the period from 1929 to 1933, on the 
other hand, the average rates of entrance and discontinuance had 


TABLE IV 


RATE OF TURNOVER OF MEAT MARKETS AND 
COMBINATION STORES 














Year Ending Meat Combination All 
July x Markets Stores Stores 
(Per Cent) (Per Cent) (Per Cent) 

DE cared wun seae 29.6 30.6 30.2 
ti vawedis snes 21.0 25.2 23.5 
| TEER 17.6 20.9 19.5 
oki csinee am 16.5 18.3 17.5 
See 14.7 17.3 16.2 
Picsancswaee sen 18.9 18.9 18.9 
RR eas ne 19.9 19.8 19.8 
Psectieaweus 17.0 18.4 17.7 
Men asad ecend 18.1 18.7 18.4 
Rr 19.8 18.7 19.2 
RES ee : 15.4 16.2 15.8 
seins 06 cate 17.4 13.5 15.4 
a evan 16.0 11.8 13.8 
Average...... 18.6 19.1 18.9 














decreased to around 17 or 18 per cent. The slowing-up in turn- 
over was greater in the case of combination stores than for the 
straight meat markets alone, as will be evident from Charts IT 
and ITI, which show also how the rate of turnover for both groups 
has tended to decline in the latter years of the period. 

The turnover rates may be expressed in a different way through 
a comparison of the average number of entrances and discontinu- 
ances with the total number of stores in business at any time dur- 
ing a given year. The rates for both groups of stores and for all 
stores combined are stated in this way in Table IV. It may be 
noted that the rate of change calculated in this way is more nearly 
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constant than as figured in Table III, but in these figures also 
the slower rate of turnover in the latter portions of the period is 
apparent. 
LENGTH OF BUSINESS LIFE 
Another measure of the rate at which business mortality oc- 
curs is provided by classifying the stores entering business each 
year according to the year in which they discontinued business. 


TABLE V 


STORES ENTERING EACH YEAR CLASSIFIED ACCORDING 
TO YEAR OF DISCONTINUANCE 




















PERCENTAGE DISCONTINUING IN Eacu FoLLowING YEAR 
YEAR OF 
ENTRANCE *® 
tst | 2d | 3d | 4th] sth | 6th | 7th | 8th | oth | roth) rrth} 12th} Rem. 
1Q21.........133-Q]21.7|12.1] 6.6] 5.1] 3.5] 2.5] 2.8] r.4] 1.2) .8) .8] 7.5 
ire xiao 27.7|21.4|12.6] 8.6) 6.3] 4.1] 3.2] 2.6] 1.9] 1.2] Z.0]....] 9.3 
NE Sco egten 26.1/18.6]/18.1] 7.0] 4.8] 4.4] 3.6] 3.0) 1.6] .8]. 12.0 
SR 24.2|/21.21/17.3] 7.7) 6.6] 4.8) 3.1] 1.6) 2.3}. 11.1 
Ra 4 weed 23.4|25.6]14.8] 8.0] 6.1] 3.8) 2.5] 1.5]....].. 14.2 
ares 25 .0]19.9]15.8] 9.0) 5.8] 2.5] 2.7]....]. 19.3 
ce cancee 25.4|/19.7/16.7| 6.9] 5.0] 3.4]....]. 22.9 
oS Serer er 19.6/21.7|/14.1} 7.5} 6.0}....]. 31.0 
eee 23 .3|18.2]12.8] 6.6). 39.0 
Ps caniains 166/20. 3/10. 7}. 52.4 
ee 26. 8)13.4]....]. 59.8 
Sea GI 0 <:0le 73-3 
Averages: 
Simple ... .|24.9]20.2/14.5] 7.5] 5.7] 3.8] 2.9] 2.3] 1.8} 1.1] .o] .8] 13.6 
Cumulative |24 .9]45. 1/59 .6]67 . 1172. 8)76.6]79. 5|81 .8|83 .6|84. 7/85 .6|86. 4|100.0 












































* Year ending July 1. 


A percentage distribution of all meat stores, arrived at in this 
way, is shown in Table V, with corresponding figures for the 
straight meat markets and combination stores given separately in 
Tables Va and Vb. 

Since the records of the stores entering in the later years of the 
period are available for progressively shorter times, it is evident 
that the averages will be “weighted” somewhat too heavily for 
the experience of stores entering in earlier years. As far as it goes, 
however, the information discloses a quite similar trend in every 
instance, and it seems probable that the average figures are fairly 
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representative of what might be considered a normal distribution 
of the discontinuances over at least the first eight or ten years 
following the year of entrance. 

The point that these retail enterprises are on the average rather 
short lived is again displayed in these tables and needs no particu- 
lar emphasis. With roughly 25 per cent of all of the new stores 
disappearing within a year after entrance, 45 per cent within two 


TABLE Va 


STRAIGHT MEAT MARKETS ENTERING EACH YEAR CLASSIFIED 
ACCORDING TO YEAR OF DISCONTINUANCE 























PERCENTAGE DIsconTINUING IN Eacs FoLtowi1nc YEAR 
YEAR OF 
ENTRANCE * 
1st | 2d 3d | 4th | sth | 6th | 7th | 8th | oth | roth) rrth) rath} Rem. 
IQ2I.........|3%.6]19. 2/12.6] 6.1] §.9] 4.7] 3.0] 2.6] 1.6] 1.2) 1.2] 1.4) 8.9 
ere 23.6)21.4/14.3] 9.3] 6.5) 4.1] 3.7] 3.2] 1.2] .8) 1.7]....] 10.2 
ae 23 .8|16.7/18.8) 7.5] 4.3] 5-0] 3.0] 3.5] 1.5] .7]..-.]- 14.3 
sie chew 21.4/21.4|18.0) 8.0] 7.1] §.3| 3.1] 2.2] 2.7]....].. 10.8 
- 23.1/26.9|14.4| 8.1] 4.5] 3.8] 2.9] 1.5]....].. 14.8 
Se cs aenad 25 .8)19.3|17.6] 9.7] 4.2] 2.5] 3.5]....]- 17.4 
See 24.3|18.2|18.8) 7.8) 5.8) 4.2/....]. 20.9 
a 20.1/21.4/13.5) 9.6] 5.5]... 29.9 
1929.. 23.9/15.5|/14.4] 7.8]....]. 38.4 
a 20.2/21.g/10.7]... 47.1 
SRP 30.9]17.2]....]. 51.9 
ee es 6.2 68.7 
Averages: 
Simple... . ./25.0]19.9]15.3} 8.2] 5.5] 4.2] 3.4] 2.6] 1.8] .9] 1.5] 1.4] 10.3 
Cumulative}25 .0/44 .9|60. 2/68 . 4/73 .9|78. 1/81 . 5/84. 1/85 . 9/86. 8/88 . 3/89. 7/100.0 












































* Year ending July 1. 


years, and 60 per cent within three years, it can be stated with 
some certainty that retail meat stores are typically rather un- 
successful enterprises. Although some of the discontinuances un- 
doubtedly are due to the sale of a going business to some new 
proprietor, it seems reasonably certain that in a majority of in- 
stances the business is discontinued because it has not produced a 
sufficient income to make a satisfactory living for the proprietor, 
if indeed it has supplied any net balance of cash receipts over 
out-of-pocket expenditures. 

The difference between the experience of straight meat markets 
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and that of combination stores is not sufficiently great to be very 
striking. In the earlier years of their business history, both classes 
of stores seem to discontinue at about the same rate. In the later 
years there seems to be a somwhat greater trend toward per- 
sistence on the part of combination stores, as marked by the 
lower rate of discontinuance from the sixth year on, and by the 


TABLE Vb 


COMBINATION STORES ENTERING EACH YEAR CLASSIFIED 
ACCORDING TO YEAR OF DISCONTINUANCE 























PERCENTAGE DISCONTINUING IN EAcH FotLowmnc YEAR 
YEAR OF 
ENTRANCE * 
rst | 2d | 3d | 4th | sth | 6th | 7th | 8th | oth | roth) rth} 12th} Rem. 
ey 35 -3|23.2|11.7| 9.0} 4.6] 2.9] 2.2] 2.9] 1.2] 1.2] .7] .5| 6.6 
eee 30.4/21.5|11.4| 8.1] 6.2] 4.1] 2.9] 2.3] 2.4] 1.5] .6]....] 8.6 
a 27.9|20.2/17.5| 6.5] 5.2) 3.0] 3.5] 2.7] 1.7] .8}.. 10.1 
ee 26.4)21.1/16.7) 7.4) 6.3] 4.4) 3.2] 1.0} 2.0}. II.5 
| Ee 23.8|24.6]15.1| 8.0] 7.4) 3.7] 2.2! 1.5). 13.7 
erry 24.4|20.4/14.5) 8.4] 7.1] 2.4] 2.1]....]. 20.7 
ee 26.4)21.1/14.8) 6.1] 4.2] 2.6). 24.8 
eee 19.1/23.1|14.7| 3-4] 6.6]... 32.1 
OO. oa caaee 22.8)20.7/11.4] 5.5]. 39.6 
re 13.3|18.8]10.7]....]. 57.2 
Ds 6s 'cnexaa 20.) @.81. 3506 67.9 
SS eres = Se — ff 
Averages: 
Simple..... 24.6)20.4/13.9} 6.9] 6.0] 3.4] 2.7] 2.1) 1.8) 1.2] .6) 5] 15.9 
Cumulative |24.6)45.0}58. 9/65 : 75 .2|77.9|80.0/81 . 8/83 .0/83 .6)84.1|100.0 









































* Year ending July 1. 


fact that (if the averages can be trusted) the number remaining 
in business after twelve years is over 15 per cent in the case of 
combination stores as compared with only about 1o per cent in 
the case of straight meat markets. Possibly the combination 
stores typically represent somewhat larger investments of capital 
and have somewhat more capable managements, but, even if this 
is so, it does not seem to result in any lower rate of mortality in 
the first two or three years of their business lives. 

It is obvious from the figures that the rate of discontinuance is 
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progressively slower as the years pass, at least up to the tenth 
year. The changing discontinuance rate is shown graphically in 


CHART IV 


PERCENTAGE OF NUMBER OF NEw MEatT StorES ATTAINING VARIOUS AGES 
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Chart IV, which also illustrates the close conformity between the 
experience of meat markets and combination stores in the earlier 
years and the slightly greater tendency toward survival among 
combination stores in the later years. 
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LIFE-EXPECTANCY AND AVERAGE AGE 
Although the available data are hardly adequate for definite 
conclusions, they have been treated quantitatively to develop 
a “life-expectancy” table, which is presented as Table VI. The 
figures in this tabulation differ from the foregoing in that the 
averages, instead of being simple averages of actual experience 


TABLE VI 


LIFE-EXPECTANCY OF INDIVIDUALLY OWNED CHICAGO RETAIL MEAT STORES 
(Computed According to Their Experience between 1920 and 1933) 








PERCENTAGE OF ToTAL NuMBER Con- 








AVERAGE 
TINUING FOR NUMBER OF Pens iat 
Years INDICATED —— 
AcE ATTAINED “escettlled 
STORES OF 
Meat Combination} All Meat Bacay sn ‘ 
Markets Stores Stores : 
Less than 1 year 100.0 100.0 100.0 5.0 
I year...... 75-5 74.8 75-1 5.5 
i. ae 55-7 53.8 54.6 6.1 
3 years..... 4°.4 38.9 39.6 6.9 
4 yeass..... 31.6 30.5 30.9 2.2 
5 years..... 25-5 23-7 24.5 7-4 
6 years..... 20.6 19.2 19.8 72° 
7 WERE. ..5 17.2 15.7 16.3 2.3° 
8 years..... 14.6 12.7 13.5 6.8* 
9 years..... 12.7 10.6 II.5 6.3° 
10 years..... 12.7 9.0 10.5 5.6* 
II years..... 10.3 7.9 8.8 ° 
12 years..... 8.9 6.5 7.4 ° 

















* Average life-expectancies for stores over five years old have been calculated from data in which 
imwvpivuiwikthwtata— = 
(as in Table V), are weighted for the total number of stores for 
which a record was made. The average number surviving for more 
than twelve years appears in this table as a somewhat lower per- 
centage than was arrived at by the simple average method, but 
this may be due more to the larger number of stores entering 
busiixess in some of the earlier years (when the early mortality 
apparently was somewhat greater) than to any other factor. All 
the figures, of course, must be taken as approximations and indi- 
cations and not as fully tested conclusions relative to periods of 
more than the first few years of business life. 














eS ss fh. Oe a 




















MORTALITY AMONG RETAIL MEAT STORES 205 


Table VI also shows the average life-expectancy of stores of 
various attained ages. For all stores entering business during the 
twelve years from 1921 to 1933, inclusive, it appears that an 
average life-expectancy was about five years. Stores one year old, 
however, naturally have a somewhat higher expectancy, as the 
mortality rate declines in the succeeding years. Stores five years 
old apparently have an average chance of remaining in business 
for another seven and one-half years (or twelve and one-half 
years altogether), although the data at that point begin to be so 
fragmentary as to justify little more than guesses as to the long- 
time future. The table includes average life-expectancy figures 
for all ages up to ten, but the latter half of the series involves a 
considerable amount of assumption as to the probable shape of 
the mortality curve after it runs off the right-hand edge of the 
illustrative graph in Chart IV. 

Another measure of business age was furnished by an analysis 
of the histories of all of the meat stores recorded as in business 
in the year 1933. These stores were the ones for which the longest 
histories were obtainable. 

Table VII shows that nearly half of the 1933 stores were under 
four years old and that less than 1o per cent were over thirteen 
years old. Here, again, the combination stores showed a slightly 
greater average age in years with a slightly larger number in the 
maximum-age group than was the case with the straight meat 
markets. The average age of all stores in business in 1933 was 5.6 
years, a figure which checks rather closely with the average life- 
expectancy of 5 years indicated by Table VI. 


CAPITAL INVESTMENT AS A FACTOR IN BUSINESS MORTALITY 


The data on store histories were examined also in the light of 
the capital and credit rating assigned by the credit agency. The 
information in this section of the study covered almost all of the 
stores listed in the preceding tables but only for the period from 
1920 through 1931; facts on capital and credit ratings were not 
obtained for the years 1932 and 1933. The rating used in every 
case was that for the first year in which the store appeared in the 
directory. 
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Table VIII shows the number of stores for which credit-rating 
information was obtained and the number to which a definite 
capital rating was assigned in the credit-agency directory.’ The 
third column in the table indicates the percentage of all stores 
entering business which were listed with a capital rating at the 
time of their entrance. The fourth column shows the computed 


TABLE VII 


PERCENTAGE DISTRIBUTION OF STORES IN BUSINESS IN 1933 ACCORDING 
TO NUMBER OF YEARS IN BUSINESS 


























Meat MARKETS ComsBin. STorRES Att Meat Stores 
No. Years tn Business 
Simple Cumul. Simple Cumul. Simple Cumul. 
(Per Cent)|(Per Cent)|(Per Cent)|(Per Cent)/(Per Cent)|(Per Cent) 
Less than 1 year..... 18.4 18.4 12.7 12.7 15.3 15.3 
to ere 12.1 30.5 12.5 25.2 12.3 27.6 
SOP SUE. 20005. 9.7 40.2 10.9 36.1 10.4 38.0 
3 to 4 years........ 9.5 49.7 10.6 46.7 10.1 48.1 
rT) See 7.7 57.4 7.6 54-3 7.7 55.8 
5 to 6 years........ 8.2 65.6 8.1 62.4 8.1 63.9 
6 to 7 years........ 6.1 71.7 6.9 69.3 6.5 70.4 
7 to 8 years........ 4.6 76.3 6.1 75.4 5.4 75.8 
8 to 9 years........ 4.8 81.1 4.6 80.0 4.7 80.5 
9 to 10 years....... 3.0 84.1 3-5 83.5 3.2 83.7 
10 to 11 years....... 3.8 87.9 2.8 86.3 3.2 86.9 
11 to 12 years....... 2.4 9°.3 2.6 88.9 2.6 89.5 
12 to 13 years....... 1.7 92.0 1.8 90.7 1.8 91.3 
More than 13 years. . 8.0 | 100:0 9.3 | 100.0 8.7 | 100.0 
Average age....... 5.4 years 5.8 years 5.6 years 














average capital investment of all stores with capital ratings, un- 
rated stores being excluded from the computation. 

From this table it seems that the average amount of capital 
invested by the individuals entering the retail meat business de- 
clined to some extent throughout the decade from 1921 to 1930. 
Whereas in 1921 R. G. Dun and Company found that nearly 
three-fourths of all of the stores entering business had a capital 
investment ascertainable with sufficient accuracy to justify a 

5 For purposes of this tabulation, the group listed as without capital rating has 
been made to include stores rated —3 or -4; the group classified as having a capital 
investment of $10,000 or more has been broadened to include the very few stores 
which were rated —2. 
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capital rating, in 1930 less than half of the new stores could be 
similarly rated. Among those stores which did receive ratings, 
moreover, there was an increasing percentage of stores having 
small investments and a decreasing proportion of those with sub- 
stantial capital; this trend is revealed by the lower average capital 
investment of the stores entering in the later years of the period, 
and also by the percentage of total represented in each rating 
group, as shown by the first three columns of Table IX. 


TABLE VIII 


NUMBER AND PERCENTAGE OF STORES GIVEN CAPITAL RAT- 
INGS WITH AVERAGE CAPITAL INVESTMENT OF ALL 
RATED STORES IN EACH YEAR 











—— No. Given Pct. Given Average 
Year aii Capital Capital Capital 
Ratings Ratings Investment * 

Stores in busi- 
ness in 1920. . 4,742 3,724 78.7 $2,386 

Stores entering 

business in: 

ee wanes 1,163 862 74.2 2,123 
A 1,204 829 64.1 2,058 
EEE 1,269 835 65.8 2,089 
hia asaun 1,388 955 68.8 1,840 
Ric cccene 1,555 932 60.0 1,593 
ae 1,311 708 54.0 1,835 
_ERRSERS: 1,333 626 47.° 1,628 
sid 6g ads 1,228 524 42.6 1,687 
1999... ...+4. 917 385 42.0 1,543 
ee 906 401 44.3 1,848 

















* Of rated stores only. 


Attempts to connect mortality or survival with any specific 
class of credit ratings gave entirely negative results. There is 
some indication, however, that stores with larger capital invest- 
ment tended to survive on the average somewhat longer than 
stores with smaller capital, though the tendency perhaps is not 
quite so marked as might be expected. 

For example, Table IX indicates that among the stores of 
higher capital ratings a greater-than-average proportion remained 
in business for a period longer than five years; this was true both 
for stores in business in 1920 and for those entering in the period 
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from 1921 to 1926. The table likewise shows that for stores in 
business in 1920 the average life was over twice as great for the 
stores with a capital rating above $10,000 as for those with a 
capital rating of less than $500. 

It by no means follows, however, that all stores with small 
initial capital investments fail quickly. Of those entering between 
1921 and 1926, for example, 20 per cent of the stores starting with 
less than $500 capital managed to survive for over five years, and 


TABLE IX 


PERCENTAGE OF STORES IN EACH CAPITAL-RATING GROUP WITH DATA ON 
PERCENTAGE CONTINUING IN BUSINESS OVER FIVE YEARS 

















PERCENTAGE ConTINU- | AVERAGE 
PERCENTAGE TO TOTAL 
ING MorRE THAN LIFE IN 
No. oF SToRES : 
s YEARS YEARS 
CapITAL RATING 

‘ . Stores in Stores Stores in 

“4 a oe — Bus. in Entering Bus. in 

9 9 9 3 1920 1921-26 1920 
Above $10 M.... 3.8 1.1 °.9 43-4 31.8 5.9 
$5 to$10M..... 4.1 2.3 1.9 33-7 31.0 4.8 
$3 to$5 M...... 6.7 6.1 4.9 32.3 25.7 4.5 
$2 to$3 M...... 6.0 9.0 8.0 28.7 25.9 4-3 
$1 to$2M...... 9.3 13.3 11.6 30.9 24.6 4.2 
$4 to$1 M...... 12.7 12.9 11.9 26.6 25.3 3-7 
Under $$ M.... 35.8 19.5 17.9 17.8 20.2 2.7 
No rating....... 21.6 35.8 42.9 23.4 22.0 3-5 
All stores...} 100.0 100.0 100.0 24.6 23.3 3.6 























only about 32 per cent of those with $10,000 or more in capital 
remained in business for a similar period. In all groups the pre- 
dominance of stores with no capital rating or a very low capital 
investment is clearly apparent; of the entire group of stores in 
business in 1920 only about one out of every five represented a 
capital investment of over $2,000, and the proportion evidently 
was even smaller in later years. 

The conditions which make for short life and high turnover 
among retail meat stores produce a difficult situation not only for 
retailers themselves but also for meat-packing companies and 
others engaged in the wholesale meat trade. With approximately 
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one store out of every five going out of business every year and 
with more than half of all new stores discontinuing within three 
years after date of entrance, the wholesaler has a constantly 
changing group of potential customers. He must be continuously 
at work developing new outlets for his product to take the places 
of those which will inevitably soon be lost due to their disappear- 
ance from business. 

The difficulties of selecting customers who will be reasonably 
long-lived and profitable to the wholesaler serving them have 
been brought out in previous studies.* The subject clearly merits 
continued intensive study by wholesalers as well as by retailers 
in order that the best possible means may be found for curtailing 
the extensive losses resulting from high business mortality and 
rapid turnover among retail meat stores. 


6 Howard C. Greer, Customer Turnover Experience of Meat Packing Companies 
(Institute of Meat Packing, University of Chicago, 1933). 








STOCKHOLDERS’ PARTICIPATIONS IN 
PROFITS—Continued* 


W. H. S. STEVENST 


ITH respect to Type 1, it is a matter of common knowl- 

edge that the great majority of all preferred-stock 

issues are entitled only to the fixed participation in 
total profits which is measured by the fixed initial dividends repre- 
senting the preferred-stock preference to which preferred stocks, 
as used in this discussion, are always entitled. Table I shows that 
of 1,094" issues listed on the New York Stock Exchange or re- 
corded in such listing applications, 961, or not quite 88 per cent, 
belong to this category, leaving slightly more than 12 per cent 
entitled to some further participation in profits in excess of their 
fixed initial dividends. 

In Table II these 1,094 issues are shown distributed by five- 
year periods, according to the date of issue, and subdivided by 
kind of business.# 

Some qualifications of the count are subsequently discussed in 
the following subsection on legal doctrines of preferred partici- 
pation. 

Type 1—The high proportion of fixed-initial-dividend pre- 
ferreds in the total is due partly to the low proportion of commer- 

* Errata: Last sentence of footnote 27 (p. 123, April, 1936, issue of this Journal) 
should read same as last sentence of footnote 4. In the third and fourth lines from 
the bottom of p. 129, “$150” and “$750” should read “$1.50” and “$7.50,” respec- 
tively. 

t Graduate school in the social sciences, American University, Washington, D.C. 

4 Including two issues unclassified (see Table I, n. f.) 


# This table would indicate that the upturn of industrial and utility preferred is- 
sues entitled to participation in addition to initial preferred dividends after 1915 led 
Professor Berle to assume that “‘its development in the United States is very recent” 
(Studies in the Law of Corporation Finance, p. 127 n.). Actually over ro per cent of 
the total number of these issues recorded in the New York Stock Exchange listing 
applications included in this study were prior to 1890, over 24 per cent prior to 1900, 
and about 4o per cent prior to 1915. 
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cial and industrial preferreds entitled to participations in addition 
to fixed initial dividends, and partly to the preponderance (over 75 
per cent) of these commercial and industrial issues in the total of 


TABLE II 


NUMBER OF PREFERRED STOCKS* RECORDED IN NEW YORK STOCK 
EXCHANGE LISTING APPLICATIONS, BY FIVE-YEAR PERIODS 
AND KIND OF ISSUE (1885-1934) 








CoMMERCIAL AND 
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* All stock entitled to a fixed initial dividend before dividends on another or other issues have been 
classed as preferred regardless of the title of the issue. The two unclassified issues (see Table I) are 
treated as participating in this distribution. 


RAILROADS | Pusiic Uriuiries | I Granp ToTaL 
j | NDUSTRIAL 
| 
Entitled to: Entitled to: Entitled to: Entitled to: 
| | | | 
Dare | | Fixed | Fixed | Fixed | Fixed 
or | Initial Initial Initial Initial 
Issue |_.__,| Divi- | Divi- | | Divi-| . | Divi- | 
Piss dends Fined dends |... .|dends Fined dends | 
Initial ail Initial al Initial pa Initial ial 
ao | Addi Total | Divi-| a adi- Total Divi-| aaas-| Tee Divi- Addi- Total 
dends |... }dends/|.. dends |". |dends ||. 
tional | Only tional | Only tional | Only tional 
| | Par- | Par- Par- | Par- | 
lticipa- ticipa- } ticipa-| ticipa-| 
| | tions | | tions tions | tions | 
pen | | 7 
Prior to | 
1885. ..| 3 SF SQihiucwe 8a. 3 Riva 24 4 | si 7 
1885-89..| 16} 11] 27 | 1 |.....| rt] 3] {| 4] 2] 12] 32 
1890-94..| 11 | 3 Ss ere I 26; 4] 30) 38 | 7| 45 
1895-99..| 31| 6| 37/ 6| 2] 8| 42| 3] 45] 79] 11] 90 
1900-1904) 1m) 3/ 14) 7| T/] 8| 29) §| 34| 47] 9| 56 
1905-09..) 10) 3] 13 1o/ 1| i} 32) 2/ 34] 52} 6] 58 
I9to-14..) I] 1] 2 | 2) 2] 14| 77| 2] 79] 90] 5] 95 
IQI5-19..| 17 4) 21; 6) «| 7 | 138) 8 | 146 | 161 | 13 | 174 
1920-24. .| 8 | ree 8/} 23| 4] 27 | 126 | 17 | 143 | 157 21 178 
1925-29..| 4] 2 6 | 34 |} 6} 40] 250) 31 | 281 | 288 | 39 | 327 
ge) ae eee Sees Serre . 2h @) S$] Ol 31. i 25 | 7| 32 
| | j | | | | 
Total) 112 | 35 | 147 | 103 | 20 123 | 746 | 78 | 824 | 961 | 133 |1,094 
| | | 





1,094 issues. Nearly 24 per cent of the total railroad preferred 
issues and more than 16 per cent of the utility issues have been 
entitled to participations over and above the fixed initial divi- 
dends as compared with less than 10 per cent of the commercial 
and industrial preferreds. Moreover, only the sharp increase dur- 
ing the decade 1920-29 in the number or proportion of the com- 
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mercial and industrial stocks carrying participations in addition 
to fixed initial dividends prevents the proportion of participating 
issues in this kind of business, and also the total issues, from being 
much lower than it is. In this decade the commercial and indus- 
trial companies issued 48 participating preferreds. This is over 61 
per cent of the total of all such issues by this type of company and 
more than 36 per cent of the total of 133 such issues in all three 
kinds of business. 

The utility preferreds show a somewhat similar though less 
pronounced concentration in the same decade, 50 per cent of the 
additional participating issues attributable to this group having 
been made in 1920-29. Because of the much smaller number of 
issues, however, they exercise no such important influence on the 
proportion of total participating issues to the total preferred 
issues. 

In the railroad group the greatest concentration of preferreds 
entitled to additional participations occurred in the decade 1885— 
94, when 14, or 40 per cent, of the railroad stocks of this type 
were issued. Eleven of these issues, or more than 31 per cent of 
the total, appeared in the five years 1885-89, and 20, or more 
than 57 per cent, in the fifteen years 1885-99. 

Legal doctrines of preferred-stock participations in excess of fixed 
initial dividends——The method of computation employed in Table 
II is subject to some qualification, however. In the case of many 
preferred issues entitled in terms to fixed initial dividends the 
charters contain specific prohibitions against participations in 
profits in excess of these initial dividends.** But in other instances 
the charters carry no such limitations.‘4 The count has been made 
up upon the assumption that all preferred shares not entitled in 
terms to more than fixed initial dividends have no rights to any 
further participation than that specified, regardless of whether or 


43 Charters, Kansas City Southern, Union Pacific, American Sugar Refining, 
Mexican Petroleum, General Baking, International Silver, Procter and Gamble, 
Royal Baking Powder, Corn Products Refining, International Harvester, Western 
Pacific, W. L. Douglas Shoe, Firestone Tire and Rubber. 

44 Charters, G. W. Helme, Weyman-Bruton, American Snuff, Supplemental 
Act To Incorporate Beaver Meadow Railroad and Coal Co., afterward Lehigh 
Valley R.R. (1850). 
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not the terms of the agreement also specifically limit the participa- 
tion of the preferred shareholders to these fixed initial dividends. 

This rule was adopted in part because conclusions as to whether 
further participations are prohibited would have often required 
an examination of charters or other similar instruments not in the 
possession of the writer, particularly in the case of the older com- 
panies when the Stock Exchange listing applications lack the de- 
tail given in the later applications. A more important reason was 
the fact that the assumption involved in this computation is 
strictly in accordance with the prevailing legal doctrine as to the 
rights of preferred shareholders to profits, although this rule is 
not accepted in all jurisdictions. 

Reasoning from the theory that the shareholders of a corpora- 
tion are entitled to all the profits of the corporation as declared, 
except to the extent that their rights may be limited by the terms 
of the contract, it is somewhat difficult to see clearly just why a 
fixed preference in the distribution of profits should deprive the 
recipients of further participation in such profits. Other contracts, 
as already stated, definitely provide against such further partici- 
pation,*’ and still others, that both the common and the preferred 
shall participate in the remaining profits after the payment of the 
fixed initial dividend on the preferred.*° The Supreme Court of 
Pennsylvania has ruled in a number of cases that in contracts of 
the character under discussion the preferred is entitled to partici- 
pate with the common not after the payment of the fixed initial 
dividend constituting the preferred-stock preference but after the 
payment of a common dividend equal to that of the preferred,‘” 

45 See n. 43. * Type 8, infra. 

47 In Fidelity Trust Co. v. Lehigh Valley R.R., 215 Pa. St. 610, a dividend had been 
paid on the preferred and an equal dividend on the common, and the remaining 
profits on both the preferred and the common equally. The court held that this 
was correct and that this extra payment to the preferred did not apply to regular 
preferred dividends in subsequent years, there being no provision that the preferred 
dividends were limited to the specified amount. Cf. also Englander v. Osborne, 104 
Atl. 614 (Pa.) and Sterling v. Watson, 88 Atl. 298 (Pa.), where the court said, “When 
the preferred dividends are paid, and dividends out of the net earnings from year to 
year of an equal amount have been declared and paid on the common stock, then 


all of the stock, common and preferred, has the right to participate in the distribu- 
tion of surplus earnings upon an equal basis’’; also Sternbergh v. Brock, 225 Pa. St. 


279, 74 Atl. 166. 
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and this rule has been followed in certain decisions outside that 
state. In general, however, the courts have held that the pre- 
ferred shares have no right to participate in profits in excess of 
the fixed initial dividends on the preferred in the absence of a 
specific provision to that effect in the contract. 

The doctrine of the Pennsylvania courts seems to accord better 
with general legal theories regarding the nature of capital stock 
and of preferred and common stock than does the prevailing 
rule. In effect the Pennsylvania courts hold that the mere exist- 
ence of a preference to fixed initial dividends in the distribution 
of profits does not operate as a limitation on the participation of 
these shareholders. Preferred stockholders, except for the prefer- 
ence of the fixed initial dividend, have no different rights than 
any other stockholders and, therefore, share in the remaining 
profits along with the other shareholders after such other share- 
holders have been paid a similar dividend, unless such further 
participation is prohibited by the terms of the statutes, charter, 
or other agreement. 

The general judicial rule seems more strained. It is that the 
existence of the fixed initial dividends representing the preferred- 
stock preference deprives the preferred shareholders of further 
distributions and that these shareholders are not entitled to such 
further participations unless they are affirmatively set forth in the 
contract. To the writer this seems to be a violation of the prin- 
ciple that the rights of the stockholder are determined by the 
terms of the contract and that in the absence of any restriction 
all stockholders have equal rights to share in the profits, assets 
in dissolution, and voting control of the corporation.‘ 

48 “Speaking generally, in the absence of any controlling provision in the statute 
or contract, preferred shareholders stand upon substantially the same footing as ordi- 
nary shareholders, and have the same rights and are subject to the same liabilities, 
except that they are entitled to a certain preference” (Corpus juris, XIV, 415-16). 

“Preferred stock represented a contribution of capital, precisely the same as com- 
mon stock, differing only as to the preferred right of the holder to share in dividends 
or interest” (People v. Miller, 180 N.Y. 16, 72 N.E. 526, affirming 94 N.Y. App. Div. 


564, 88 N.Y. Supp. 197). 
‘Aside from that contract the preferred stockholders stand on no better footing 


than any other stockholders, and from it must be determined the extent of their 
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Since it is simple enough to add the words “and no more”’ to the 
fixed initial dividend rate provided in the contract, it is equally, 
if not more, logical to argue that contracts omitting this limita- 
tion were intended to be participating than to urge that contracts 
omitting provisions for further participation were intended to be 
non-participating. The more usual and, in the judgment of the 
writer, erroneous doctrine represents an attempt to imply a 
prohibition of further participation (which does not exist in the 
language of the contract) to the preference represented by the 
fixed initial dividends on the preferred, the preference implying 
the prohibition. This is much the same as saying that, where 
the only provisions with reference to the voting rights of common 
and preferred stock of a company are that the preferred stock 
cannot be increased without the vote or consent of two-thirds of 
the preferred shareholders, the latter possess no other voting 
rights. 

In arriving at this prevailing rule the courts of law no doubt 
were construing the contract according to what they conceived 
to be the intention of the parties. In this they were probably in- 
fluenced by the fact that the preference in the distribution 
of profits places the preferred shareholder somewhat closer to 
the earnings than the common»shareholder. From this it was 
easy enough, though not necessarily sound, to infer that, if there 
was a preference to fixed initial dividends, it could not have 
been intended that preferred shareholders were to obtain any 
further participation, the preferred shareholders having in effect 
agreed to sacrifice their general stockholder’s claim to profits in 


right to share in the corporate profits and the nature and extent of their preferential 
right to the payment of dividends. Except as to preference in the payment of divi- 
dends and, in some instances, in the distribution of assets on dissolution or insol- 
vency and except in so far as the corporate charter or general statutes provide 
otherwise, they have the same rights and are subject to the same liabilities as 
common stockholders” (C. Fletcher, Private Corporations, §§ 6026-28). 

“... . Except as to the preference in the payment of dividends, gives them the 
same rights, and no greater, and subjects them to the same liabilities, as the holders 
of common stock, except in so far as they may be given other rights, or relieved from 
liabilities, by the charter or by statute” (Fryer v. Wiedeman, 148 Ky. 379, 39 
L.R.A. [N.S.] ror1, 146 S.W. 754). 
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return for their initial preference.4? The fact that some preferreds 
carried a specific limitation also no doubt had weight, although 
there were other preferred issues which were specifically entitled 
to additional participations. 

If one accepts the more general legal rule, then the common 
stocks of all the corporations issuing the 961 fixed-initial-dividend 
preferreds included in this study are entitled to residual partici- 
pation in profits, i.e., to all the profits remaining after the pay- 
ment of the aforesaid fixed initial dividends. No exact count of 
the number of common issues in this group has been attempted, 
the complications involved in such a count, if accurately made, 
involving a degree of effort greater than the value of the informa- 
tion appeared to warrant. The number of these common issues 
is, presumably, somewhat less than the total number of the 
Type 1 preferreds. This is due, in part, to the fact that there are 
some companies with two and even three issues of preferreds in- 
cluded in the study. In other cases companies have altered the 
dividend rates, asset preferences, or voting rights of the preferred; 
and these stocks as modified have been counted in this study as 
new issues. This excess of Type 1 preferred issues as compared 
with Type 1 common stocks is partially offset by the existence in 
a number of companies of two classes of common stock.*° 

Deducting these 961 fixed-initial-dividend preferreds, there re- 
main for consideration 131 issues entitled to some participation 
in profits in excess of fixed initial dividends, and two unclassified 
(see Table I), together with the corresponding common issues of 
these companies. The distribution of these issues according to 
type of participation and kind of business is shown in Table III. 

Type 2—The New York Stock Exchange listing applications 
record only one instance of a fixed participating common stock, 
that of the American Brake Shoe and Foundry Company. This 


49 This argument possesses much more force in the case of cumulative than of 
non-cumulative dividend issues. In many cases dividends on the latter are almost 
wholly within the discretion of the directors, and the sacrifice of participation rights 
in return for such a preference might easily prove to be a mess of pottage. 


5° This statement refers to issues of true common and not so-called common 
stock entitled to preferential participations. 
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stock was entitled to 7 per cent after the payment of 7 per cent 
on the preferred, after which the directors might declare dividends 
to the preferred stockholders. 


TABLE III 


DISTRIBUTION OF PREFERRED STOCKS ENTITLED TO PARTICIPA- 
TION IN PROFITS IN EXCESS OF FIXED INITIAL DIVIDENDS 
ACCORDING TO THE TYPE OF PARTICIPATION AND KIND OF 




















BUSINESS 
Type No. Railroads bd Industrials Total 
itt k ce wancedeeens 112 103 746 961 
Pe ee ees ee See FP ae I I 
SS Per 2 5 7 
Biv inectaces<acnentsueracennd 3 3 
ee rere ee OS (Besanan 2 4 
COC ree Te ree I II 12 
onthe chttnahiomen (Common 
Se EY See Serene 
Ser re 3 2 13 18 
0 Se ee ee ee 26 14 43 83 
Pcp skoek erwaneided 2 S Biscnsaaes 3 
Total preferreds par- 

ticipating over 

fixed initial divi- 

SG a rake tncince 35 18 78 131 
IIE ons sacle scenes Ef Sep, (2) 
Total preferreds (in- 

cluding Type No. 

1 and unclassified) 147 123 824 1,094 

















r - a to fixed initial dividends only. For detailed description of types see 
able I. 


t Treated as participating in this table. For terms of issues see note to unclassified 
group in Table I. 

The terms of this issue naturally raise the question of whether 
such an issue is actually a common stock. The term “preferred” 
generally has been used in the United States to designate a stock 
which has a preference in the distribution of profits.* By legal 
decision this has come to mean that such issues are entitled to 
no additional share of the profits unless this is expressly set forth 

st There are scarcely any issues of stock termed “preferred” among those listed or 


recorded in New York Stock Exchange listing applications through 1934 which are 
not entitled to a distribution before any dividends are paid on the common. See n. 4. 
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in the contract.” Presumably, as a result, common stock is 
usually thought of as the recipient of the residual profits. Yet 
there is nothing in the term “preferred” to justify this conception 
but only the matter of customary practice. And, as already 
pointed out, capital-stock terminology has not as yet extended 
to distinguishing between a common stock entitled to all the 
residual profits after prior fixed participations and one entitled 
to only a part or even a minor share of them, the balance going 
to the preferred. If the term “common” describes a class of stock 
entitled to all the profits where there is no preferred, or to all the 
profits after prior fixed participations on preferred, common, or 
both, then the American Brake Shoe common is not a common 
but a deferred stock, dividends upon which are postponed until 
after the payment of the fixed initial dividends representing the 
preferred-stock preference. 

Possibly the term “common stock” should be reserved for 
issues entitled to exclusive participation in profits, there being 
no preferred outstanding, the term “deferred’’ being employed for 
present common issues of companies where there is a prior issue 
of preferred. If the deferred stock carries only a fixed dividend as 
in the American Brake Shoe Company, it could be termed a fixed 
deferred stock. If entitled to all the residual profits after fixed 
initial and participating dividends, it could be called a residual 
deferred, and if entitled to only part of the residual profits, a 
partia! residual deferred. The corresponding preferreds would 
similarly be termed residual preferred, fixed preferred, and par- 
tial residual preferred. Although the writer holds no brief for the 
foregoing terminology, there seems at least ground for distinguish- 
ing between a stock entitled to exclusive participation in profits 
as is the general or common stock where there is no issue of pre- 
ferred, and issues where dividends on the so-called general or 
common stock are specifically postponed until after the payment 
of the fixed preferred dividends. 

The advantages to the preferred shareholder of common or de- 
ferred issues limited to fixed initial dividends are too obvious to 
require discussion. It should be emphasized, however, that this 


52 Supra, Type 1. 
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type of issue puts the common stockholders in an extraordinarily 
unfavorable position. Preferred-stock limitations to fixed initial 
dividends are partially compensated by the fact that preferred 
shareholders are entitled to be paid first, but the fixed dividend 
deferred of the American Brake Shoe has neither preferential posi- 
tion in initial dividends nor a share in the residual profits. 

Type 3.—There are seven issues of preferred stock included in 
this survey which are entitled to a fixed participation after fixed 
initial preferred dividends before anything is payable upon the 
common stock. When the preferred issue involved is non-cumu- 
lative, this type is important chiefly from the standpoint of a 
possibly higher rate of dividends. Some of these issues, however, 
are cumulative so far as fixed initial dividends are concerned, 
whereas the fixed participation is non-cumulative. Under such 
conditions this type has certain advantages from the financial- 
management point of view. It obviously permits a higher pref- 
erential dividend rate than the initial preferred dividend with- 
out the corporation being compelled to assume a cumulative 
obligation for the full amount of the preferred dividends. Ex- 
cept for the difference in the method employed, however, this 
form of contract produces the same results both to the stock- 
holders and to the corporation as is obtained by a partial cumula- 
tive preferred-stock contract.* 

Type 4.—In three other preferred issues the fixed participations 
on the preferred are payable not before common dividends but in 
participation with the common, the amount of the fixed partici- 
pation on the preferred establishing the fixed participation of the 
common, any residue belonging to the common. As long as earn- 
ings of the company are sufficiently large to permit the corpora- 
tion to disburse the full amount of a fixed participating dividend 
on the preferred in participation with the common, it would make 
little or no difference whether this fixed participating preferred 
dividend is payable before or in participation with the common 

53 A partial cumulative preferred stock, for example, is entitled to 6 per cent, of 
which 5 per cent is cumulative before any dividend is paid on the common stock. A 
fixed initial and participating preferred before common dividends is entitled to 5 per 


cent cumulative and an additional participation of i: per cent before any dividend 
is paid on the common. 
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dividend. For example, let us assume that a corporation with 
1,000 shares of preferred and 1,000 shares of common has $9,000 
profits to be distributed. If the preferred is entitled to an initial 
dividend of $5.00 per share and to a fixed participating dividend 
of $2.00 before anything is paid on the common, there will be 
left $2,000 or $2.00 per-share residual participation for the 
common. If, on the other hand, the preferred is entitled to par- 
ticipate equally with the common until $2.00 per share has been 
paid on the preferred after the initial preferred dividend, the pre- 
ferred will get $5.00 per share and the remaining $4,000 will be 
distributed equally between the preferred and common, $2.00 per 
share to each. The common, therefore, in this case also receives 
$2.00 per share and the preferred $7.00, which is exactly the same 
as it obtained when the fixed participating dividend on the pre- 
ferred was paid after the initial preferred dividend. Where the 
earnings are not sufficient to pay, in participation with the com- 
mon, the full amount of any fixed participating dividend on the 
preferred, however, the situation is different. In such a case the 
payment of a fixed participation on the preferred in participation 
with the common is obviously less favorable to the preferred than 
is the payment of the fixed participation to the preferred after the 
payment of the initial preferred dividends. Vice versa, the former 
is more favorable to the common than is the latter. Assume that 
the earnings to be distributed by the corporation cited in the pre- 
ceding case decline to $7,000. If the $2.00 fixed participating divi- 
dend is payable after the initial preferred dividend representing 
the preferred-stock preference, there will be nothing left for the 
common. When the fixed participation is payable in participa- 
tion with the common, however, the $2,000 available after the 
initial preference is liquidated will be divided equally, with the 
preferred and the common each getting $1.00 per-share fixed 
participation. 

The payment of fixed additional dividends on the preferred in 
participation with the common may also prove less favorable to 
the preferred shareholder than their payment before common 
dividends in another way. This arises through the fact that gen- 
erally the preferred shareholders are not in a position to defeat 














STOCKHOLDERS’ PARTICIPATIONS IN PROFITS 221 


increases in the number of shares of common, more particularly 
by way of capital stock split-ups and stock dividends. Assume the 
case of the corporation just cited with 1,000 shares of $5.00 
preferred entitled to participate with 1,000 shares of comnion 
until an additional fixed participation of $2.00 is paid on the 
preferred, the residue going to the common. If at the beginning 
of a year the common is split ten for one and the earnings dis- 
tributed for the year are $9,000, the preferred will be entitled to 
$5.00 per share or $5,000 initial preferred dividends, and the re- 
maining $4,000 will be distributed share for share to the 1,000 
shares of preferred and 10,000 shares of common, or slightly over 
36 cents per share to each. 

Aside from voting control sufficient to enable the preferred 
stockholders to protect themselves, the most obvious method of 
preventing such dilution is by the use of class participation, which 
has been elsewhere discussed.*4 An example is the Class A par- 
ticipating and convertible issue of the United States Leather Com- 
pany, entitled after a $4.00 initial dividend to participate share 
for share with the common until Class A received $6.00 per share 
in all, the residue going to the common. It was further provided 
that, if additional common was issued, the Class A stock was to 
receive the same percentage of the aggregate total dividends as 
before, until it received $6.00 in all. 

Type 5——The somewhat more general practice with reference 
to fixed participation on preferred stocks in addition to fixed ini- 
tial dividends is more favorable to the common and less favorable 
to the preferred than either of the foregoing. This is to make the 
additional fixed participation on the preferred payable only subse- 
quent to the payment of fixed initial dividends on the common. 
There are two groups of these issues Types 5 and 6 which are the 
counterparts of Types 3 and 4 except that in the two latter there 
are no fixed initial dividends on the common involved whereas in 
the two former the fixed participations are payable only after 
initial common dividends. In the first of these types the preferred 

54 See subsection entitled “Class and Per-Share Division of Residual Profits,” 
Journal of Business, April, 1936, p. 123. 

88 A-7623 (1927). 
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is entitled to a specified fixed participation after the payment of a 
fixed participation on both preferred and common, the latter being 
then entitled to the residue after these fixed participations. This 
assures the common stockholder of a share of the profits (usually 
equal to that of the preferred shareholder) before any additional 
participation of the preferred becomes effective. Reverting to our 
previous illustrations, let us assume the same number of outstand- 
ing shares and the same preferences for the preferred, but that the 
$2.00 fixed participating dividend of the preferred is payable only 
after a fixed initial dividend equal to that on the preferred ($5.00) 
is paid on the common. On the assumption that $10,000 was avail- 
able for distribution, the preferred would get $5.00 per share and 
the common $5.00, and, even if the earnings distributed were 
only $7,000, the preferred would get $5.00 and the common $2.00 
per share. In neither case would the preferred obtain its fixed 
participating dividend. If the earnings to be distributed were 
$10,000, however, and the fixed participating dividend of $2.00 on 
the preferred was payable either before any common dividend or 
in participation with the common (Types 3 and 4), the pre- 
ferred rate would rise from $5.00 to $7.00 and the common would 
drop to $3.00 from $5.00. Should the earnings to be distributed 
decline to $7,000, the preferred would still get $7.00 per share 
if entitled to its fixed $2.00 participation before the common 
dividends (Type 3) and to $6.00 per share if entitled thereto in 
participation with the common stock (Type 4). In the former 
case the common would obtain nothing and in the latter $1.00 per 
share. 

Type 6—In the second and somewhat larger group of pre- 
ferreds entitled to fixed participations after initial preferred and 
common dividends, the additional fixed participation on the 
preferred is payable in participation with the common in the 
same manner as such fixed additional participations on the pre- 
ferred are payable after fixed initial dividends on the preferred, 
without any fixed initial dividends being payable on the common 
(Type 4). The relative advantages and disadvantages to common 
and preferred of the payment of fixed additional participations 
before the common is entitled to any fixed participation and in 
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participation with the common have already been discussed in 
connection with Types 3 and 4. What has been said there is 
substantially applicable to the payment of such participations 
after fixed initial common dividends. This is, of course, subject 
to the general qualification that payment of these fixed additional 
participations after fixed initial common dividends is more favor- 
able to the common and less favorable to the preferred than the 
payment of such fixed participations where no initial common 
dividends are involved as illustrated in the discussion of Type 5. 

Type 7—The writer has made no count of the numerous issues 
of common stock listed on the New York Stock Exchange or re- 
corded in such listing applications which are not preceded by a 
preferred issue. The holders of common in these cases are entitled 
to all the profits distributed, as well as to all the assets in dissolu- 
tion after the payment of indebtedness. These have been 
termed exclusive participating issues and have been included as 
such in Table III for the sake of completeness in the classification 
of the types of indeterminate participating issues recorded in New 
York Stock Exchange listing applications. 


PARTIAL RESIDUAL PARTICIPATING ISSUES 


Stocks entitled to partial residual participation dominate the 
preferred stock issues entitled to participation in addition to fixed 
initial dividends which are listed or recorded in listing applications 
of the New York Stock Exchange. Of the 133 issues classed as 
participating, 104, or nearly 80 per cent, belong to this group. 

Issues of this character recognize, at least in theory, that share- 
holders are entitled to participate in profits to the extent that 
such profits may be earned. This does not mean necessarily that 
they are entitled to participate equally share for share since these 
provisions for participations of the different classes of sharehold- 
ers may not, as previously indicated,® be equal. It does, how- 
ever, involve the important general principle entirely consonant 
both with a sound theory of capital stock and with sound cor- 
poration financing that each shareholder’s participation or inter- 


% See supra, subsection, ‘Equal and Unequal Partial Residual Participation,” 
Journal of Business, April, 1936, p. 128. 
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est in profits should depend upon the ability of the corporation 
to earn and pay dividends. It is thus opposed (1) to the idea of 
strictly fixed participation represented by the typical preferred 
stock and (2) to the theory that preference in the distribution of 
such profits as may be earned constitutes a sound basis for depriv- 
ing preferred shareholders of all subsequent participation. 

Type 8—Eighteen of the 104 issues entitled to partial residual 
participation, or more than 17 per cent, participate with the 
common stock after the payment of only fixed initial dividends 
on the preferred. The significant, and perhaps questionably 
sound, characteristic of this type of stock is the fact that, if the 
participations of the preferred and common shareholders in the 
residual profits are equal share for share, the total participation of 
the preferred shareholders per share must always exceed that of 
the common shareholders because of the fixed initial dividend. 
The same will usually’’ be true where the division of the residual 
profits is equal on a class basis. 

Where the residual profits are to be divided equally share for 
share between the preferred and the common shareholders, as is 
usually the case, the apparently favorable position of the preferred 
shareholders is considerably affected by whether the dividends are 
cumulative or non-cumulative. In the former case the preferred 
shareholder is ultimately entitled to the amount of his fixed pref- 
erence irrespective of (1) whether profits are earned in a particular 
year or not and (2) whether the profits earned are distributed in 
the year earned or subsequently. In addition, he is entitled to 
share in any residual profits earned on a division of such profits. 
This is a position which, to say the least, is extraordinarily favor- 
able to the preferred shareholders. 


s7 An exception would be where the number of the preferred shares exceeded the 
number of common shares by an amount sufficient to reduce the total preferred par- 
ticipation per share to a level equal to or below that of the per-share participation 
of the common in the residual profits. Assume, for example, 1,000 shares of $5.00 
fixed dividend preferred, 250 shares of common, each class entitled to receive one- 
half of the residual profits after the initial preferred dividend and that $10,000 of 
profits are distributed. Although this situation may theoretically occur, cases of 
any such excess of preferred over common shares are either exceptionally rare or 
nonexistent. This is largely due, no doubt, to the tendency for the number of shares 
of common stock to expand through stock dividends and capital-stock split-ups. 
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Where the payment of non-cumulative dividends is expressly 
discretionary with the directors, the preferred shareholder loses 
something of his advantageous position because he has no claim 
on the corporation for his initial dividends, as has the cumulative 
preferred shareholder. If the earnings are sufficient to pay the 
initial non-cumulative dividend and the same is paid, his position 
is practically the same as that of the cumulative stockholder. If 
in various years the directors withhold preferred dividends and 
subsequently declare all or the bulk of the profits reserved after 
paying only the initial preferred dividend for that year, the pre- 
ferred holder obviously receives much less and the common much 
more than if the profits were distributed each year or if the pre- 
ferred was cumulative. 

It is important, however, to note that in various other types of 
non-cumulative preferred stock earned initial dividends on the 
preferred stock either cannot be thus withheld (mandatory-pay- 
ment issues) or if withheld cannot be used for the benefit even in 
part of the common shareholders (trust fund, earned and contin- 
gent cumulative non-cumulatives).‘* 

It is probably true that participation in residual profits is more 
likely to attach to non-cumulative than to cumulative issues. The 
situation which has just been described, therefore, tends to re- 
inforce conclusions heretofore expressed regarding the undesir- 
ability of discretionary-payment non-cumulatives and the im- 
portance of the greater utilization of other types of non-cumula- 

If the profits are reserved, the preferred shareholder has no remedy in the 
absence of fraud, bad faith, or the like on the part of the directors. E.g., assume a 
corporation with 1,000 shares of $5.00 discretionary-payment non-cumulative pre- 
ferred stock which participates equally share for share with the common, 1,000 
shares of common stock, and earnings of $10,000 per year for five years, or a total 
of $50,000. If all these profits were declared as dividends in each year, the preferred 
would be paid at the rate of $7.50 per share per annum, or a total of $37.50 per share 
for the five years, and the common at the rate of $2.50 per share, or $12.50 for the 

period. If, on the contrary, no distribution is made until the end of five years, the 
non-cumulative preferred stock would then be entitled to the $5.00 initial dividend 
for that year, a total of $5,000, and one-half of the remaining profits of $45,000, or 


$22,500, a total of $27,500, or $27.50 per share, while the common would receive 
the remaining $22,500, or $22.50 per share. Cf. Berle, op. cit., pp. 116 ff. 


59 Stevens, Columbia Law Review, December, 1934, and Georgetown Law Journal, 
January, 1936. 
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tives, particularly earned cumulatives, as a substitute for cumula- 
tive preferred stock.” In the case cited the earned cumulative 
form would assure the preferred shareholder of his preferred divi- 
dends in each year inasmuch as they were earned. At the same 
time it would produce a larger partial residual participation for 
the common than if the dividends were cumulative, since it would 
prevent absorption of their share of any of the reserved profits by 
the preferred on account of years in which the preferred dividend 
was not earned either in whole or in part.” 

Type 9.—Eighty-thzee, or about 62 per cent, of the 133 issues 
classed as participating divide the profits after the payment of 
fixed initial dividends on both common and preferred equally 
share for share or on some other agreed basis. Where, as is com- 
monly the case, the initial fixed dividends and also the residual 
profits are equal share for share, we have an attempt at placing 
preferred and common shareholders on a somewhat similar foot- 
ing with regard to the total profits distributed. This type of par- 
ticipation at first thought appears to be equally favorable to 
the preferred and to the common shareholders because normally it 
might be expected that each share of stock would receive the same 
amount in dividends if the initial dividends are the same and the 
balance is equally divided share for share between the two.” Ac- 


6° See particularly Stevens, Georgetown Law Journal, January, 1936; cf. also 
Columbia Law Review, December, 1934. 

& This may be illustrated by using the same assumptions as those in prior illustra- 
tions: 1,000 shares of $5.00 preferred and 1,000 shares of common, both entitled 
to participate equally, share for share, after the payment of preferred dividends. 
If we assume that the preferred is cumulative, that the annual earnings are re- 
spectively $10,000, $12,000, $3,000, $1,000, and $8,000 and that no participating 
dividends are paid until the end of the fifth year, the preferred will receive initial 
dividends of $25 per share for the five years, and both preferred and common will be 
entitled to $4.50 per-share partial residual participation—a total of $29.50 for the 
preferred and $4.50 for the common. If, on the other hand, the preferred in ques- 
tion was an earned cumulative, it would be entitled to only $19 initial dividends 
earned, and both preferred and common would be entitled to $7.50 per-share par- 
tial residual participation, a total of $26.50 per share for the preferred and $7.50 for 
the common. 

® E.g., assume a company with 1,000 shares of preferred and 1,000 shares com- 
mon, the preferred entitled to $5.00, after which $5.00 is payable upon the com- 
mon, any remaining profits to be divided equally share for share between the two 
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tually, however, this idea is subject to considerable qualification. 
Fixed initial dividends on common stocks are rarely cumulative.* 
If, therefore, the fixed initial dividends on the preferred are cumu- 
lative and those on the common are not, this type of participation 
tends to favor the preferred stock. 

The preferred collects its cumulative fixed dividends for every 
year in any case, whereas none or only part of the earnings may 
be paid on account of the fixed initial common dividend. Subse- 
quently, if the fund of profits accumulated by failure to pay any 
common dividends earned is divided between the two classes, the 
preferred benefits to the extent of part of the initial fixed common 
dividends which could have been declared in each year and were 
not. A qualification occurs in the event of the later use of these 


classes. If the earnings for five years were $12,000, $14,000, $16,000, $18,000, and 
$12,000 and all the profits were distributed in each year, the distributions would 
be as follows: 
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DR. cn ncees $ 5,000 $ 5,000 $ 2,000 $ 1,000 $ 1,000 
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Per share.... $25 7p eee $11 $11 




















Total preferred $36; total common $36 





63 Only one issue has so far been encountered—American Waterworks and Guar- 
antee Corp. (A-4169 [1912]). 

64 E.g., assume the same circumstances with regard to the capital stock, earnings, 
etc., as in the illustration in n. 62 but that the directors each year declare only the 
fixed initial dividend of $5.00 per share per annum on the preferred stock and re- 
serve the balance of the profits until the end of the five years. The preferred share- 
holders will thus receive $25,000, or $25 per share, representing the fixed initial 
preferred dividends. In the last year, when the reserved profits will be distributed, 
there will also be due $5,000 to the common, representing the initial common divi- 
dends for that year, leaving $42,000 to be divided between the common and the pre- 
ferred, equally share for share. The preferred, therefore, obtains a total participa- 
tion of $46,000 and the common $26,000 in the total earnings of $72,000. 
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profits to pay fixed initial dividends on common in years when 
they are not earned. 

In general these observations apply also to non-cumulative 
issues of other than the discretionary-payment types so far as 
earned dividends are concerned as well as to cumulative pre- 
ferred issues.®> In the case of discretionary issues the freedom of 
the board to discontinue the payment of the initial preferred 
dividend, without being under any obligation as to its subsequent 
payment, makes it possible to subject these earned and unpaid 
dividends to partial residual participation as well as the earned 
and unpaid common dividends. In most of such cases, the direc- 
tors will probably so adjust the dividend disbursements as to pre- 
vent the preferred shareholders from obtaining more than their 
share of the total profits. 

As a matter of financial management, it seems probable that 
the situation described tends to exercise a certain, and perhaps 
undesirable, degree of pressure upon the board of directors to 
keep the initial common dividends paid up to the extent earned 
even though the earnings over and above the initial preferred 
or initial preferred and common dividends are so low as to raise 
the question of the wisdom of common dividend disbursements. 
Any suspension creates surplus to the extent that the initial 
dividends on the common could be and are not paid. Except 
in so far as these reservations may be later distributed to the com- 
mon on account of subsequent deficiencies in their fixed initial 
dividends paid, the preferred is bound to participate in these 
reserved profits in the event of their distribution. 

While apparently the majority, if not the great bulk, of the 
preferred issues belonging to this group are non-cumulative so far 
as initial preferred dividends are concerned,“ there are, at least, 


6s Mandatory-payment and earned and contingent cumulative non-cumulatives 
would give somewhat the same results as cumulative preferreds where the preferred 
dividends are earned because of the necessity of paying such dividends. In trust- 
fund non-cumulatives the earned dividends on the preferred would be segregated 
so that they could not be used for common dividends (see Stevens, Columbia Law 
Review and Georgetown Law Journal). 

The writer’s tabulation on this point has not yet been completed. 
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some issues which are entitled to cumulative initial dividends.” 
In the latter event greater equality between preferred and com- 
mon stockholders as well as somewhat more elasticity in financial 
management would be promoted if initial dividends on common 
were made cumulative also. 

Elsewhere the attempt has been made to point out the financial 
unwisdom of cumulative initial dividends on preferred stock be- 
cause of the obligation created thereby regardless of the earnings 
wherewith to satisfy it. When preferred issues of the type under 
discussion are cumulative, however, the cumulation of initial com- 
mon dividends is scarcely open to this criticism. Instead, it is 
primarily a means of procuring a more equitable distribution of 
profits between the two classes of shareholders by preventing pre- 
ferred shareholders from acquiring equities in profits representing 
initial common dividends earned and not paid. 

Type 10.—The last type of profits participation represented in 
the New York Stock Exchange listing applications consists of 
three preferred issues which divide the residual profits after the 
payment of fixed initial and fixed participating dividends on both 
the common and the preferred. This alternating participation, 
as it were, is apparently intended to favor the preferred share- 
holder by making it theoretically possible for the preferred share- 
holder to receive larger dividends than the common shareholder, 
not only when the funds available for dividends are not sufficient 
to pay the full initial common dividends but also when they are 
not large enough to pay the full fixed participating dividend on 
the common. The preferred stock of the Pittsburgh, Cincinnati, 
Chicago, and St. Louis (1890) indicates an attempt to give the 
preferred a still more decided advantage from the fixed additional 
participations. While the totals of the fixed initial and fixed par- 
ticipating dividends to which the preferred and the common were 
respectively entitled were equal, the fixed initial dividend on the 


67 Weston Electrical Instrument Corp. A-6552 (1924); International Match 
Corp. A-6953 (1924). 

68 And, similarly, to the extent earned when preceded by certain types of non- 
cumulatives other than discretionary-payment. 
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preferred was 4 per cent, after which the common received a fixed 
initial dividend of only 3 per cent. The preferred was then to re- 
ceive a fixed participation of 1 per cent, making a total of 5 per 
cent fixed participation on the preferred, after which the common 
was entitled to a 2 per cent fixed participation, making 5 per cent 
also on the common. Any remaining profits were to be divided 
equally, share for share. 

Much of what has been previously stated in connection with 
issues entitled to partial residual participation after fixed initial 
preferred and common dividends is, in principle,® applicable to 
issues of the type under discussion. If the fixed initial dividends 
on the preferred are cumulative, so also should be the fixed initial 
dividends on the common, and for the same reasons as those given 
in the discussion of Type 9. Likewise, common stocks preceded by 
non-cumulative issues which by the terms of their contracts ac- 
quire rights or interests in dividends earned should be given simi- 
lar rights or interests in initial common dividends. 

The same theory would presumably apply also to common fixed 
participations after fixed initial preferred and common dividends 
if the fixed participation on the preferred was cumulative. 


69 In all the issues of this type so far examined the initial and fixed participation 
of both the common and the preferred are non-cumulative. 

















SALES ANALYSIS FROM THE MANAGEMENT 
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of business. Food stores are predominantly small, 62 per 

cent of them doing less than $10,000 yearly per store and 
only 15 per cent of total food sales. Only 1 per cent did over $100,- 
ooo yearly per store, but their volume was 17 per cent of the total. 
However, the tendency is nearly as marked in most of the fifty- 
one classifications listed in the census. Even among department 
stores, which by definition exceed $100,000 of sales per store, 49 
per cent of the stores handle 9 per cent of the volume, while 1 
per cent sell 70 per cent of the volume.** 

These striking differences in the number and sales volume of 
large and small stores immediately challenged the wisdom of ex- 
pending equal selling effort upon them. The report of the 1926 
study spoke of the placing of merchandise in every conceivable 
outlet irrespective of whether the sales volume justifies such ac- 
tion as one of the most costly procedures in distribution.“ The 
Louisville survey directed attention to the disproportionate ex- 
pense on small dealers, revealing an extreme instance of how 
wholesalers, together, expended $7.50 per day in selling groceries 
to one retailer having a total volume of $10 per day. Of the cus- 
tomers of one wholesale grocer 25 per cent bought less than $25 
worth of merchandise in two months and accounted for 2 per cent 
of the sales, 43 per cent accounted for 7 per cent of the sales, and 
62 per cent only 16 per cent of the sales. Orders and items divided 
in similar proportions in relation to volume.“ 

In the light of these facts the degree to which each salesman’s 

# Chief statistician, Commercial Research Department, Swift & Co., Chicago. 


#= “Census of American Business, Retail Distribution, 1933,’’ Stores and Sales 
by Size of Business (U.S. Department of Commerce) (mimeographed), Table 4A. 

4&3 Op. cit., n. 39. 

“U.S. Department of Commerce, Louisville Grocery Survey, Part IV: “Whole- 
sale Grocery Operations” (“Distribution Cost Studies,” No. 14), pp. 34-44. 
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route may be reorganized so as to match effort with customer- 
volume possibilities depends on the relationship between minutes 
of effort per unit of sales volume and successive additions to vol- 
ume as a result of extending coverage to smaller dealers. If only 
a few large stores are covered, the volume secured per minute of 
time actually spent with the customer is relatively high, while the 
volume per minute of time spent in traveling to him is relatively 
low. As coverage is increased by calling on additional stores of 
smaller size, the volume per minute of time spent with the cus- 
tomer decreases. At the same time, the volume per minute of 
travel time increases, but at a different rate. Hence, coverage 
may be extended advantageously to a point of maximum effec- 
tiveness after which selling effort increases faster than sales. This 
optimum point in coverage varies between salesmen’s routes and 
trading areas, according to density of population, buying: power, 
transportation facilities, types of dealers, and the like. Further- 
more, the point of maximum profit will depend not only on these 
factors but also on the expenses incurred and the gross profits ob- 
tained on additional amounts of volume and products sold by ex- 
tending service to small dealers. 

For an entire wholesale business, the problem of directing effort 
so that its various elements may be brought into closer proportion 
to the potentialities of numerous customers is broader than that 
of applying it economically on salesmen’s routes, because deliv- 
ery and other services may be rendered disproportionately. One 
food manufacturer, distributing through his salesmen’s own 
wholesale units on a national scale, found that the number of 
salesmen’s interviews, telephone calls, and deliveries directed to 
large, small, and unsuccessfully solicited dealers were quite out of 
proportion to the resulting sales volume, as shown in Table XVI, 
for a typical city. 

The sales to each large dealer are nearly eleven times greater 
than to each small dealer, while the interviews and other units of 
effort are only one to four times more numerous. It is worthy of 
note that salesmen appear to be the aggressors in interviewing and 
telephoning small dealers, while large dealers more frequently 
telephone the salesmen and visit the warehouse to buy products. 
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The disparity is further heightened by the unsuccessful expendi- 
ture of effort on a large group of retailers, most of whom are small. 

Such a study does not show conclusively whether the contact- 
ing of small dealers is unprofitable and whether the shifting of 
effort to large dealers may increase profits and sales rates. Some- 
times management may observe the trend in volume, expenses, 
and profits as a result of its policies. In one instance, notwith- 
standing growth in total sales volume under a policy of complete 


TABLE XVI 


RELATIONSHIP OF EFFORT TO SALES FOR LARGE, SMALL, AND 
UNSUCCESSFULLY SOLICITED DEALERS: A TYPICAL 
CITY AND PERIOD OF TIME 











Unsuccess- : 
fully So- Ratio of 
lici Small Large Large to 
icited, Small 
All Sizes 
Dealers 
sine db enctimi ase oaae 716 379 OO Riconsances 
Percentage of total............ 35.2 18.7 Pe Bstcacssea 
Sales units per customer.........].......... 32.4 343.6 10.7 
Salesman’s effort per customer 
Interviews 
Salesman at store........... 1.1 1.4 2.0 tt 
Dealer at warehouse........ o.1 0.2 0.7 3-5 
Telephone calls 
Salesman to dealer.......... 0.3 °.5 1.4 2.8 
Dealer to salesman.......... o.1 0.3 1.2 4.0 
Deliveries per customer........]........-. °.9 2.3 2.6 

















trade coverage, alarm was caused by a gradual ten-year decline of 
nearly 20 per cent in physical volume per invoice and of 8 per cent 
in items per order, attended by a corresponding increase in unit 
selling expense. Usually it is necessary to determine expenses and 
profits for different classes of dealers. 

In selecting desirable retail trade to cover, the guiding principle 
is the same as that by which railways determine whether the oper- 
ation of a train is profitable. When it fails consistently to earn 
enough revenue to pay at least the direct cost of operating it such 
as trainmen’s wages, coal, oil, and the like, its continued operation 
is unprofitable. This is because the train contributes nothing to- 
ward upkeep of track, roadbed, stations, dispatching, general ad- 
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ministration, or profit. Similarly, if a wholesaler’s gross profit on 
sales to certain classes and types of retailers over a reasonable 
period falls short of paying at least the salesman’s expense of so- 
liciting the business, the wrapping expense of paper and twine, the 
truck expense of delivering the goods, the credit and collection 
expense on individual dealers, the bookkeeping expense for the 
orders and items, and the like, that business is clearly unprofit- 
able. It contributes nothing toward defrayment of rent, light, 
heat, general supervision and other overhead expenses, and cer- 
tainly nothing to net profits. 

The distinction between these two types of expenses is impor- 
tant. The former is termed direct, variable, or out-of-pocket ex- 
penses, while the latter are fixed or overhead expenses. An in- 
crease or decrease in a wholesaler’s volume may be accompanied 
simultaneously or in a comparatively short time by proportionate 
changes in variable expense. On the other hand, only permanent 
changes in volume may affect “fixed’’ expenses. Over long periods 
they become variable when changes in the business necessitate, 
for example, the increasing or decreasing of warehouse space. All 
expenses may be regarded as variable over long periods. For our 
purpose the length of time considered shall be such that the man- 
agement may change all expenses except those dependent on the 
wholesaler’s present facilities and general organization. 

The nature of the particular wholesaler’s business and the pecu- 
liarities of trading in different areas determine the relative propor- 
tions of fixed and variable expense and of the functional expenses 
included in the latter.“* Table XVII provides a typical illustration 
of expense distribution in the wholesaling of packing-house prod- 
ucts in a southern city. It is worth mentioning, however, that the 
proportion of variable expense tends to vary directly with the 
sales volume of different wholesale units. 

In order to determine which retailers are worth serving, it is 
necessary for the wholesaler to compare the expenses incurred 
directly on each retailer with the gross profits on sales made to 
him during a stated period. To do this it is first necessary to cal- 
culate the expense for each kind of effort. If tests show the time 


4 Ibid., pp. 2-11. 
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per salesman’s interview to be approximately the same for each 
size and type of retailer, the expense per interview may be ob- 
tained by dividing the total number made during a week into that 
portion of a salesman’s salary representing time spent in inter- 
viewing dealers. Similar calculations may be made of the expense 
per telephone call to and from dealers, per delivery, per item and 
per order for bookkeeping, and the like. In one instance, the ex- 
pense per route interview was $0.24, per warehouse interview 
$0.11, per delivery $0.18, and per telephone call $0.08. By using 


TABLE XVII 


FUNCTIONAL DISTRIBUTION OF EXPENSES: A ‘TYPICAL 
WHOLESALE UNIT, 1929 








Total Whalesele 
Expense 
6s kia d ka eos <0 scdebee vonwe 23.6 
ere eer See 3.8 
I iat acalcrctnceueueaduineeweesaaen 2.9 
I hidden Pith sy vacbaes ceai aus ewehuee 12.1 
IN ods naemhwehareyscnuesta 1.9 
UE GUID occcncicesvcccencnssacs 0.6 
Total variable expense..................-. 44-9 
EE eS ee ee $3.2 
I scsi ince staan naeeeens 100.0 


such averages, a record of the interviews, deliveries, and other 
physical units of effort expended on each dealer makes possible a 
close approximation of the total expense of serving him. 

During one week, for example, a wholesale meat distributor ob- 
tained from Dealer Smith one order for three product items and 
incurred expenses for two interviews, two telephone calls, one de- 
livery, bookkeeping, and incidental services, the total amounting 
to $0.95. Now, the sales value of the order was $24.37, the goods 
cost $23.40, and the difference, $0.97, was the gross profit on the 
transaction. Dealer Smith was a profitable customer, because, 
after paying the direct cost of serving him during the week, the 
distributor had $0.02 left for defraying fixed expenses. In similar 
fashion, every retailer upon whom effort is expended will prove to 
be profitable or unprofitable in varying degree. 
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By classifying dealers according to amounts purchased, signifi- 
cant tendencies may be discerned. Thus, in Table XVIII, it may 
be observed that retailers who buy over $20.00 of goods per week 
from six wholesale meat distributors are generally profitable. 
They constitute scarcely 38 per cent of all dealers solicited, ac- 
count for over 93 per cent of the total volume, and provide an 


TABLE XVIII 


PROFITABLENESS OF DIFFERENT CUSTOMERS CLASSIFIED 
BY AMOUNT PURCHASED WEEKLY 


(Six Wholesale Meat Distributors—a Typical Week, 1930) 

















Percent- 
Percent- Percent-| age of Gross Direct Net 
age of Percent age of | Average | Earnings} Expense | Profit 
Amount Purchased Total age of Total Sal 
during Week 00 Total .< ig — _— a 
Cus- Sales Ex- per Sales Sales Sales 
tomers penses Cus- Unit Unit Unit* 
tomer 
Dealers unsuccessfully 
ee > eer Ce Gaerne Gees. eee 
Less than $5.00...... 12.0 0.8 2.1 6.5 | $1.50 | $2.95 |$—1.45 
$ 5.00-10.00........ 10.1 1.6 2.8] 15.5 1.38 1.92 | —0.54 
10.00-15.00...... ; 7.3 2.0 2.5 27.4 1.33 1.33 0.00 
25.00-80.60. ....... 5.8 a4 2.3 36.7 1.16 1.16 0.00 
20.00-25.00........ 4.9 2.4 2.2] 49.0 1.09 | 0.97 0.12 
More than $25.00....| 32.9] 91.1 | 37.1 | 276.6] 0.76] 0.44 0.32 
eee 100.0 | 100.0] 52.9] 100.0] 0.80] 0.57 0.23 























* Gross earnings minus direct expenses only. 


excess of gross profits over direct expenses out of which must be 
taken the losses on unprofitable dealers, all fixed expenses, and 
whatever net profits remain.” 

Further, it may be noted that, although small purchasers usu- 
ally buy goods yielding higher rates of gross profit, they are un- 


# In 1928 a similar study of two wholesale branch houses in different companies 
showed that one-half of the accounts were so small as to produce altogether only 
4 per cent of the total volume with a handling cost ranging from $10 to $35 per hun- 
dred dollars of sales. On the other hand, 5 per cent of the accounts produced one- 
third of the total volume, 20 per cent produced two-thirds, and only on these were 
handling costs lower than the usual gross profits. See Howard C. Greer, The Cost of 
Handling Small Orders and Accounts (issued by Institute of American Meat Packers, 


1928), Pp. 3, 10. 
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profitable because of the disproportionate expenses incurred. 
Table XIX shows the same tendencies in a different industry.” 
In wholesaling meats, supplementary studies indicate that for 
long periods large or small purchasers remain rather consistently 
in the same profitable or unprofitable groups. It has been found 
that 20 per cent of those classed in a given week as unsuccessfully 
solicited or unprofitable buy enough annually to be profitable, 
while 15 per cent of those in the lowest profitable class weekly are 


TABLE XIX 


RELATIVE PROFITABLENESS OF ORDERS: 
THE WESTERN ELECTRIC Co. 














Total ey — $10-$25 | $s5-$10 — 
Number of orders (000) 772 309 462 162 108 193 
Percentage of total. . . 100 40 60 21 14 25 
Value of orders (c0000).| $ 466 |$ 426) $ 40} $ 28] $ 8 $ 5 
Percentage of total... 100 91.3 8.7 6 1.7 I 
Average value per order| $60.37 |$ 137.80) $ 8.70) $ 17.18] $ 7.25) $ 2.40 
Gross profit: 
Total (000)....... $8,717 |$ 7,630) $ 1,086] $ 726|$ 224)$ 137 
Average per order....| $11.29 |$ 24.70} $ 2.35|$ 4.48) $ 2.07|$ 0.71 
Expense: 
Average per order....|........ $ 14.58) $ 3.981$ 5.001 $ 3.74,/$ 3.25 
Net profit: 
Total (000). ......| $2,370 |$ 3,124] $— 755| $— 84) $— 180) $— 490 
Average per order....|........ 10.12} —1.63} —0.52| —1.67) —2.54 























unprofitable customers considering their annual volume. Large 
or small purchasers are usually large or small dealers except when 
the former divide their purchases among too many competing 
wholesalers or the latter concentrate their buying from single 
sources.* The tendency for less than one in every ten food dealers 
to continue in business more than three years® applies especially 
to small dealers. One wholesaler found that during the depression 

47 J. W. Millard, Analysing Wholesale Distributive Costs, U.S. Department of 
Commerce, Domestic Commerce Division, September, 1927, p. 11 (mimeographed). 


# Howard C. Greer, Scattering of Retailer Purchases (Chicago Institute of Amer- 
ican Meat Packers), pp. 10-11. 

4# Edmund D. McGarry, Mortality in Retail Trade (“University of Buffalo 
Studies in Business,” No. IV), p. 16. General rates are given but no distinction is 
made between large and smal! dealers. 
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years, 1931 and 1932, the mortality rate on unprofitable custom- 
ers was three times higher than on moderately profitable dealers 
while not one failure took place among the 44 most profitable 
customers, 2 per cent of all, who bought 35 per cent of his total 
volume. The greater turnover in small-store ownership increases 
the risk of credit losses, the expense of establishing contacts with 
new owners, and the difficulty of maintaining permanent outlets 
where consumers may always obtain a firm’s products whether 
advertised or not. There are many reasons why exceedingly few 


TABLE XX 


COMPLETE TRADE COVERAGE AND 
SALESMEN’S PERFORMANCE 











Salesman’s | Salesman’s 

Route I Route II 
OE LOTTE OTC ETT 141.0 130.0 
Percentage unsuccessfully solicited......... 24.0 23.0 
Percentage buying less than $10 weekly... .. 23.0 38.0 
Percentage buying more than $10 weekly . . . 53.0 39.0 
Number of items sold per customer........ 6.6 4.8 
Volume units per customer................ 220.0 118.0 
Gross profit per unit (cents)............... 1.4 1.3 
Direct expense per unit (cents)............ 0.8 1.0 
rrr ee 0.6 0.3 











small dealers ever grow to be large. Furthermore, attempts to re- 
duce losses on small dealers by increasing prices charged, reducing 
effort expended, or changing types of service, are usually rendered 
ineffective by loss of volume to competitors, unless carried out by 
co-operative or private organization.® 

Returning momentarily to the discussion of different sales- 
men’s routes, the effect of complete trade coverage on results may 
now be observed. Table XX provides a comparison of the per- 
formance of two salesmen selling to as many food retailers as pos- 
sible, regardless of size and type. 

On Route II the larger number of small accounts is reflected in 


%® In the distribution of automobile tires, dealers buying one make increased 
from 40 per cent in 1924 to 70 per cent in 1931. See U.S. Department of Commerce, 
Bureau of Foreign and Domestic Commerce, Rubber Division, “‘Surveys of Dealers’ 
Stocks of Auto Tires,” Folder No. 22594. 
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the lower average volume per dealer and the relatively smaller 
profit left after deducting direct expense. 

Thus it appears that many manufacturers and wholesalers may 
deliberately follow a policy of shifting effort from small to large 
dealers in order to increase their sales rates and profits relative to 
effort expended. The General Foods Corporation, for example, 
has divided the independent stores into four groups, the A, B, C, 
and D stores, and transferred effort from D stores to the others." 


TABLE XXI 


ONE WHOLESALER’S RESULTS OF SOLICITING BUSINESS 
FROM DIFFERENT TYPES OF RETAILERS 














RESULTS PER 
Customers SoLiciTeD 
Sates Unit 
Irems | Units 
PER PER 
Per- | Unsuc- Cus- Cus- 
centage} cess- Sold TOMER | TOMER ise Direct Net 
of fully (Per Total | Som Sop Profit Ex- Profit 
Total (Per | Cent) pense 


Volume} Cent) 





Meat market..| 5.8 | 34.3 | 65.7 67 7.1 | 352.8] $1.04] $0.59) $0.45 
Grocery and 

ae 31.7 | 35.6 | 64.4 627 6.3 | 208.1] 1.11] 0.76] 0.35 
Delicatessen...| 0.6 | 28.6 | 71.4 21 2.9} 98.5) 1.39) 1.08) 0.31 
Grocery.......| 35.0 | 46.4 | 53.6 696 3.4 | 249.5] 0.73) ©.49| 0.24 
sh onneuss 26.9 | ©.5 | 99.5 187 | 5.5 | 383.4, 0.49] 0.36) 0.13 
































Similarly, a northwestern wholesale grocery firm eliminated all 
but 25 per cent of its accounts, and, by doing so, decreased its ex- 
pense and increased its profitable sales.” 

Through further classification, the same analysis may be ex- 
tended to determine the desirability of serving different types of 
stores and varying sizes of each type. For example, comparisons 
of gross profits and direct expenses per unit of volume sold may 
show, as in Table XXI, that independent meat markets, combina- 


s* James Ingram, “How General Foods Train Salesmen by Mail,” Printers’ Ink, 
January 14, 1932, 17; H. M. Foster, “Is Business Using the Census of Distribution?” 
Printers’ Ink, September 24, 1931, Pp. 41. 

% Institute of Food Distribution, Facts in Food Distribution, Vol. IV, No. 19 
(November 21, 1931), No. 21 (December 19, 1931). 
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tion meat and grocery stores, delicatessens, grocery stores, and 
chain stores rank as to profitableness in the order named. 

Of course, the relative volume from each class and type must 
also be considered in determining each type’s total contribution 
to the overhead expenses of the wholesaler. Furthermore, the 
same amount of volume from different types of retailers may be 
profitable in one case and unprofitable in others on account of 
different amounts of effort expended and the unequal gross profits 
on products sold to them. 

In this case, small amounts sold to delicatessen stores and com- 
bination grocery and meat stores are very unprofitable. Tables 


TABLE XXII 


PROFIT OR LOSS PER SALES UNIT ON DIFFERENT WEEKLY AMOUNTS 
SOLD TO FIVE TYPES OF RETAILERS BY ONE WHOLESALER 














WEEKLY VoLuME SoL”p 

AVERAGE 

Less than| $10 to $25 to $50 to Over 

$100 $25 $50 $100 $100 
Meat market.......... —0.95 | +0.42 | +0.48 | —0.08 | +0.64 | +0.45 
Grocery and meat..... —1.02 .00 | +0.41 | + .54 .48 .35 
Delicatessen.......... —3.48 .27 | +3.09 | + .20 .00 .31 
RRR aeraters 4 —0.30 .36 | +0.38 | + .33 .03 .24 
A ©.00 | +0.10 | +0.28 | +0.32 | +0.04 | +0.13 























XXI and XXII merely illustrate the results of methods which, if 
applied elsewhere by other wholesalers, might lead to different 
conclusions. 

Now, the application of a policy of trade selection according to 
size, when profitable to do so, may affect regional sales rates in 
various ways. Suppose a national grocery distributor chooses to 
eliminate coverage of all grocery stores having annual sales of less 
than $10,000. In Arizona this class constitutes 58 per cent of all 
grocery stores and handles 12 per cent of total grocery sales. On 
the other hand, in Mississippi this class contains 82 per cent of all 
stores and handles 31 per cent of the total grocery business. Simi- 
lar variations exist between other states. Because some regional 


53 United States Department of Commerce, Census of American Business Retail 
Distribution, 1933, Stores and Sales by Size of Business, pp. 1 ff. 
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sales rates would be affected more severely, uniform country-wide 
specifications as to size are likely to be impractical in selecting 
retail trade. 

Differences in economies of operation constitute another im- 
portant reason why different geographic limits as to retail size are 
necessary. As pointed out, the points of maximum physical and 
economic return in extending effort to smaller and smaller dealers 
depend on many factors peculiar to each salesman’s route. Like- 
wise the limits of economical trade coverage vary for wholesalers 
of the same general type because of inequalities in their direct ex- 
penses. For example, three meat wholesalers found that their ex- 
penses per salesman’s interview or call were $0.22, $0.24, and 
$0.28, respectively, and that other units of direct expense varied 
substantially. Because of the lower expenses, the first wholesaler 
suffered losses on weekly sales to a dealer of $10 or less while the 
others could not afford to sell less than $20 and $35 weekly. The 
differences in unit expenses were due in part to differences in the 
practice of economy and efficiency and in part to regional differ- 
ences in expense rates. 

An alternative plan might be set up to cover the minimum 
number of dealers handling, say, 70 per cent of the grocery sales of 
each state. In New Mexico it would be necessary to contact 16 
per cent of all grocery stores, or those having annual sales per 
store of $20,000 or more. In New Hampshire, on the other hand, 
it would require the contacting of 32 per cent of all grocery stores, 
namely, those having annual sales per store of $24,000 or more. 
Since similar differences exist between other states, the rate of 
selling expense must vary with the degree of trade coverage neces- 
sary to obtain the uniform objective. 

Similarly, when certain types of stores are to be solicited for 
business, to the exclusion of others, the effect on sales rates may 
vary with the regional importance of each type. For example, 
grocery stores handle 30 per cent of the grocery business in 
Massachusetts and Rhode Island as compared with 85 per cent in 
Arkansas and Texas. Comparable variations exist in the regional 
importance of combination stores.™ 


54 United States Department of Commerce, Census of American Business, Retail 
Distribution, 1933, Chain and Independents and Other Types of Operation, Table 3. 
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The effect of trade selection on sales rates is further compli- 
cated by the relationship between size of a wholesaler’s accounts 
and types of dealers. Some types are predominantly small while 
others are large. In the food field, the average annual volumes per 
store in 1933 of chain and independents combined were: meat and 
sea-food markets, $12,800; grocery stores, $11,000; combination 
stores, $22,800; delicatessens, $10,700. The average volumes of 
independent grocery and combination stores were $7,100 and 


TABLE XXIII 


VARIATIONS IN WEEKLY AMOUNTS SOLD TO DIFFERENT TYPES OF RETAILERS 
THE EXPERIENCE OF A MEAT WHOLESALER IN A LARGE CITY 








Types oF RETAILERS: 














Meat Grocery Combination Delicatessen 
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$15,600, respectively, as compared with $32,800 and $56,100 for 
the same types of chain stores. These wide differences are reflect- 
ed in wholesalers’ sales to different size buyers. However, a meat 
wholesaler may discover that weekly sales to different store types 
may not be proportionate to their annual volume because the 
products handled by him are restricted. 

Sales to meat dealers may tend to be in the largest amounts, 
combination stores second, grocery stores third, and delicatessen 
stores fourth. Obviously, the elimination from coverage of dealers 
sold less than $10 or $20 of goods weekly would affect delicates- 
sens the most, and especially the sales to them of certain products. 

















SALES ANALYSIS 243 


Trade selection may tend to increase or reduce the sales rates 
of different products. As illustrated in Table XXIV, the elimina- 
tion of 51 per cent of the customers would reduce the sales of 
Product A by 4 per cent and of Product I by 25 per cent. While 
the greater concentration of effort on large dealers may make up 
the lost volume of products A, B, C, D, E, and F, and may even 
recoup or increase the wholesalers’ total volume, the sales of 
Products G, H, and I may be seriously reduced. 


TABLE XXIV 


PROPORTIONS OF DIFFERENT PRODUCTS SOLD TO 
SMALL AND LARGE BUYERS—FOUR 
WHOLESALERS, 1932 
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Of course, gross profits per unit of volume are sometimes higher 
on products tending to be sold to small buyers. In the example 
cited, the average margin on products G, H, and I is 56 per cent 
higher than the average on the other six products. While both 
groups of products tend to carry higher margins on sales to small 
dealers, the margins paid by small dealers on products G, H, and I 
were 63 per cent higher than on other products. It has been 
shown that the margins on all products are not sufficient to cover 
the cost of serving small dealers. The wider margins on some 
products probably reflect the higher expenses entailed in selling 
them. 

The allocation of selling effort to selected customers and pros- 
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pects is not inconsistent with advertising. In fact, advertising is a 
direct expense which may be increased, reduced, or aimed only at 
certain sections of the market and which should be included 
among the out-of-pocket expenses incurred in trading with each 
customer. Although often wastefully used by salesmen and 
others, such forms of advertising as dealers’ helps, store displays, 
and window dressings may be more easily apportioned to selected 
trade than many other types of effort because these aids to re- 
tailers are usually given voluntarily. To the extent that advertis- 
ing through such media as magazines, newspapers, and radio 
broadcasting reaches all classes of consumers, it is often in close 
proportion to the sales possibilities of retailers. This is because 
the degree of concentration of consumer buying determines the 
sizes and types of dealers. Hence, the apportioning of other types 
of effort according to trade possibilities brings greater co-ordina- 
tion with advertising’s influence on consumers. Perfect co-ordina- 
tion, of course, presupposes consideration of the fact that various 
advertising media may not reach all classes of consumers uniform- 
ly. Media may indeed be chosen for the deliberate purpose of in- 
fluencing consumers in certain classes and regions, or aiding speci- 
fied dealers and salesmen. 

To some extent, retailers may follow the same principles in di- 
recting their efforts to different consumers, especially in selling 
shopping goods and specialties. The charge customers of depart- 
ment stores are frequently the subjects of special effort. Dealers 
in automobiles, household equipment, insurance, and the like may 
profit much by directing effort to selected individuals. Manufac- 
turers may also apply the same analytical principles in selecting 
sizes and types of jobbers. 


In summary, management may abandon the general policy of 
laissez faire in the application of selling effort. For the purpose of 
improving profit, it may direct the component elements of effort 
so that these elements are applied in closer proportion to the po- 
tentialities of different portions of the market. The time spent 
selling each product during salesmen’s interviews may affect its 
rate of sales and, with advantage, may be related definitely to its 
market possibilities. The maximizing of sales relative to sales- 
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men’s efforts may affect per capita sales rates on some routes more 
than others on account of regional differences in the size of dealers. 
Similarly, the sales rates and profits of different wholesalers may 
be affected by the shifting of effort to selected dealers of different 
sizes and types. In doing so, regional sales rates will be affected 
because of wide geographic variations in volume handled by dif- 
ferent dealers. The direction of effort may affect not only the 
average sales rates of each product but also its regional rates, be- 
cause each product tends to flow through different retail channels 
which vary in regional importance. Far from being inconsistent 
with advertising, trade selection makes possible the close co- 
ordination of advertising and other forms of selling effort. The 
same general principles which should govern the wholesalers’ ap- 
portionment of effort to different retailers may be applied either 
by retailers in serving consumers or by manufacturers in choosing 
wholesalers. 
THE FAMILY OF PRODUCTS 

Most products are not marketed singly but in combination 
with others, and their individual sales rates depend to a consider- 
able extent upon their family relationships. The urge to increase 
volume so as to utilize plant, marketing facilities, and personnel 
more economically has caused many firms to add new products to 
those already handled. It has led tire manufacturers into selling 
numerous automobile accessories and meat packers into handling 
butter, eggs, and several hundred other perishable food products. 
Through the consolidation of twelve companies into the General 
Foods Corporation, it brought together the marketing of such 
well-known grocery products as Jello, Swans Down Flour, Minute 
Tapioca, Log Cabin Syrup, and Maxwell House Coffee. The for- 
mation of Standard Brands, Inc., enabled the joint merchandising 
of a large group of specialty food products. The Gold Dust Cor- 
poration was formed for marketing some well-known brands of 
soap, shoe polish, margarine, salad dressing, pickles, preserves, 
flour, and breakfast foods. Everywhere, wholesalers and retailers 
sell large numbers of related products. 

How far the combined selling of products may be extended 
economically depends on several factors. On the one hand, the 
variety of goods handled by each retailer must satisfy the buying 
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habits and convenience of consumers. Likewise, each class of re- 
tailers requires that, for the sake of economy in making purchases, 
the wholesaler and manufacturer shall supply the necessary vari- 
ety. On the other hand, retailers often set a limit to this tendency 
by dividing their orders among several competing salesmen offer- 
ing the same variety of products. For example, meats may be 
bought from one packer, butter and eggs from another, and soap 
from a third. The manufacturer and the wholesaler may find the 
advantage of more complete utilization of plant, warehouse, and 
personnel offset by such difficulties as the training of salesmen to 
sell a multitude of products, and the managing of distribution for 
dissimilar products such as perishables and non-perishables. 

Not infrequently a new product is developed by laboratory and 
operating research and added to the “‘line’’ of products to be sold 
by the sales organization without due consideration of the market 
for it. What classes of people will buy it? Do the characteristics 
of the product as developed in the laboratory fit the characteris- 
tics most satisfying to the consumer? To maximize profits from 
its sales shall it have unexcelled quality, a high price, and a re- 
stricted market or medium quality, an average price, and a large 
sales volume? Shall it be packaged, and, if so, what size is con- 
venient for the consumer and suitable for advertising and shelf 
display? What competition will it meet, not only in the quality of 
competing goods, but in the sales and advertising effort of com- 
petitors? Will retailers care to add it to their stocks, especially 
if it merely multiplies the number of brands handled and reduces 
their stock-turn? Will adding it to a line of products require the 
salesmen to call on additional classes of trade, and, if so, will the 
added expenses be worth while? If the product necessitates the 
employment of special salesmen, where may their efforts be con- 
centrated most effectively? 

Before undertaking to sell a new product, the task of answering 
these and many other related questions regarding it should be 
satisfactorily accomplished by thorough fact-finding and analysis. 
Even in the development of new products in the laboratory, mar- 
ket research may contribute much to future success by determin- 
ing the product characteristics preferred by consumers, and by 
gauging changing styles and tastes. In the 1utomobile industry 
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outstanding research of this nature is in progress.s* Consumer 
comparisons of flavor, appearance, and other characteristics in 
similar foods have been conducted on an extensive scale by several 
firms. In one case, more than sixteen thousand consumers have 
been used for testing purposes. A new brand of ice cream, which 
chemists regarded as perfect, was found to be less pleasing than 
several leading brands, but after certain characteristics were 
changed it assumed leadership in subsequent tests, and sales of 
the modified product increased rapidly. It is also worth noting 
that the new formula reduced the expenses of production. As a 
second example, several hundred housewives compared unlabled 
samples of a new shortening and two leading brands. They ex- 
pressed their preferences with regard to appearance, aroma, taste, 
mixing qualities, and results in deep fat and pan frying, and in 
baking cakes, cookies, and pastry. The new product was voted 
superior in every characteristic and led the second choice two to 
one. Notwithstanding this a determined attempt to sell it in large 
volume by means of special salesmen and intensive advertising 
was a costly failure because the problems of marketing it by itself 
and with other products had not been carefully studied. 

Market preferences are as important as consumer preferences 
in choosing products to be sold in combination with others. An 
interesting example is provided by the experience of a manufac- 
turer who produced a fine quality of cream cheese and branded it 
“Excel.’”’ Although sold along with other perishable and semi- 
perishable foods, this product was a failure for the following rea- 
sons: (1) The brand name “Philadelphia”’ is so well established 
that consumers regard it as a special type of cheese. Retailers 
might be willing to handle Excel Philadelphia Cream Cheese, but not 
Excel Cream Cheese. (2) Although the price of the Philadelphia 
brand is higher its producer gives excellent service, taking back 
all of this perishable cheese not sold promptly during warm 
weather. (3) Because the total consumption of cream cheese is 
small, the retailing of a second brand is uneconomical. This ex- 
perience illustrates the danger of reasoning, without investigation, 

ss Henry G. Weaver, “Consumer Research and Consumer Education,” Annals of 
American Academy of Political and Social Science, CLXXXII (November, 1935), 
93-100. 
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that an almost clear profit may be gained by requiring the present 
sales force and facilities to sell and deliver an additional product. 

Business executives sometimes contend that a new product, 
or one already established, costs nothing to distribute because it 
may be sold and delivered in conjunction with other products. 
They do not realize that the argument may also be advanced for 
every member of the product-family. Nevertheless, this limited 
viewpoint is correct for short periods because the extra expense 
incurred in selling an additional product or the reduced expense 
brought about by eliminating one already being sold may not 
outweigh the gross income obtained from it. In the long run, 
however, a product’s sales rate depends upon its contribution of 
gross income over total outgo both in absolute amount and in com- 
parison with the net contribution from marketing other products. 
While gross earnings are readily available the difficulty is to 
separate the expenses for each product. 

Many corporation accountants have contributed to confused 
thinking on this problem by assuming that all expenses are com- 
mon and by calculating the average distributing expense per unit 
of sales. If this assumption were true, for example, in wholesaling 
foods, large volume products such as beef and fresh pork would 
appear very unprofitable because their gross profits per unit are 
less than the average expense. Normally, profit margins on beef are 
about 75 per cent of the average expenses of meat wholesalers. In 
comparison, sausage, butter, and many other products would 
seem very profitable because their gross profits per unit range 
from 134 to 231 per cent of average expenses. If average expenses 
were the true costs of marketing each of these products, firms 
specializing in selling fresh beef and pork would soon fail, and the 
reduced competition would tend to raise gross profits. Conversely, 
competition would tend to reduce the wider gross profits on other 
products. Where such tendencies are not observed the conclusion 
must be that, in distributing each product, a different amount of 
effort, entailing a different expense per unit, is required. The 
competition of many firms, including those which specialize in 
selling one or another product, tends in the long run to establish, 
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rather than to equalize, the different product gross margins in 
recognition of the different expenses incurred.* 

It would be a mistake, however, to think that the gross mar- 
gins, which are the prices paid for the wholesaler’s or retailer’s 
services, are dependable measures of the expenses of distributing 
the different products. The shorter the period considered, the 
more those margins are influenced by the vagaries of demand. 
Margins on all products may be above distributive cost at one 
time and below at another. Moreover, in the selling of “loss” 
leaders in retail stores, for example, gross margins are partially or 
completely sacrificed to draw customers to the store and the lost 
margins are, by nature, a sales promotional expense for other 
products.” 

Another reason why it is desirable, if possible, to determine 
separate distributive expenses for each product is that the ac- 
countant’s use of average expense per unit for all products tends to 
establish the practice of an average mark-up sufficient at least to 
cover average expense. Where perishable food products are dis- 
tributed through wholesale houses, and pricing, of necessity, must 
be delegated to local management, a knowledge of average ex- 
penses tends to bring about the overpricing of products which re- 
quire low selling expenses and, more especially, the underpricing 
of products which incur high expenses. Obviously, regional sales 
rates may be affected. 

Studies of product-distribution costs, when extended over a 
number of wholesale or retail units, enable the setting of distribu- 
tion-cost standards. Although such standards should be used 
with due regard to varying conditions in different marketing 
units, they may serve as useful guides in eliminating unwarranted 

56 Wroe Alderson, ‘Allocating Distribution Costs to Commodities and Custom- 
ers” (an address before the American Marketing Society, Washington, D.C., De- 
cember 28, 1931), pp. 12-13.—“It might be assumed that gross margins actually ob- 
tained on merchandise handled in a business would constitute the first approxima- 
tion to proper gross margins. They are in effect the consensus of opinion of the entire 
trade concerning the basis on which each commodity can be handled... . . There 


is .... a tendency exhibited in our cost analyses for commodity gross profits and 
operating cost to run roughly parallel to each other.” 


8’? Federal Trade Commission, Chain Stores: Chain Store Leaders and Loss 
Leaders, Sen. Doc. No. 51, pp. viii ff. 
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expenses and in increasing expenditures where, by doing so, sales 
rates and profits may be improved. 

Wholesale expenses for distributing a family of products are not 
to be regarded as joint costs in the strict sense because expendi- 
tures for increasing the sales of one product do not give rise, auto- 
matically or of necessity, to increases in the sales volume of 
others,” and in fact may cause decreases. Nevertheless, many 
wholesale expenses are classed as common costs and carried as 
“overhead” because accountants have been unable, by rule-of- 
thumb methods, to allocate them to different functions or prod- 
ucts, and because more thorough methods may entail an un- 
profitable amount of effort. 

Yet, even in the case of true jointness, each product “is almost 
sure to have devoted to it some special care and expense.” By 
physical measurement, for example, the expense for wrapping pa- 
per may be apportioned to different products. Likewise, time 
studies may enable close approximations of the effort devoted by 
employees to the handling and selling of each product at whole- 
sale. By more thorough statistical methods, “... . it is quite 
likely that some or perhaps all of these expenses might be assign- 
able as direct costs... .. ® Tt has been suggested that by alter- 
ing wherever possible the proportions in which joint products 
are made, expense might be allocated to each.® This suggestion 


88 Alfred Marshall, Principles of Economics (8th ed.; London: MacMillan, 
1925), pp. 388, 855. Joint products are those “things which cannot easily be pro- 
duced separately; but are joined in a common origin and may, therefore, be said to 
have joint supply, such as beef and hides, or wheat and straw.” 

39 A. C. Pigou, Economics of Welfare (London: Macmillan, 1920), Part II, chap. 
xv, p. 266. “The addition of a million pounds to the expenditure on moving vehicles 
necessarily increases both the number of movements of vehicles from A to B and the 
number from B to A. This implies true jointness.”’ 

6 Garver and Hansen, Principles of Economics (Minneapolis: Perine Book Co., 
1926), p. 196. 

6 Alfred Marshall, op. cit., p. 380. 

6 W. L. Crum, “The Statistical Allocation of Joint Costs,” Journal of the Ameri- 
can Statistical Association (March, 1926, No. 153), p. 11. 

6 Alfred Marshall, op. cit., p. 390. “For when it is possible to modify the propor- 
tions of these products, we can ascertain what part of the whole expense of the 
process of production would be saved by so modifying these proportions as slightly 
to diminish the amount of one of the joint products without affecting the amounts of 
the others. That part of the expense is the expense of production of the marginal 
element of that product; it is the supply price of which we are in search.” 
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is perhaps more generally applicable in separating common costs 
because of the greater freedom of variation in the proportions of 
the products handled. 

Gradual changes in the relative importance of products sold are 
illustrated in the growth of meat wholesaling. The desire to 
economize in the utilization of transportation and storage facili- 
ties and of many by-products brought an increase in the variety 
of goods handled and the development of broad trade coverage for 


TABLE XXV 


THE RELATIVE IMPORTANCE OF RETAIL-STORE TYPES IN THE 
RETAIL DISTRIBUTION OF VARIOUS FOODS IN THE 
UNITED STATES, 1929* 
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* Adapted from U.S. Census of Distribution: Food Retailing, Table 26, p. 82. 


their disposal. Meat dealers were the only outlets necessary in 
marketing fresh meats. Although grocers could handle meats to a 
limited extent, they were not systematically solicited until whole- 
salers undertook to sell butter, eggs, cheese, and other perishables 
requiring cold storage. Refinery products, soaps, specialties, and 
canned goods necessitated distribution to bakeries, laundries, and 
delicatessens, as well as grocery stores. 

In Table XXV the present contrast in the distribution of these 
products is illustrated. 

Meat markets not handling groceries sell 45 per cent of the 
total retail volume of fresh meats and poultry, but less than 3 per 
cent of the total butter, cheese, and egg volume. On the other 








252 THE JOURNAL OF BUSINESS 


hand, grocery stores not handling meats distribute about 38 per 
cent of the total butter, cheese, and egg volume. Similarly, among 
the combination stores, grocery stores selling meat and meat 
stores selling groceries handle nearly the same proportions of total 
retail meat volume, but the former sell over 25 per cent of the 
total butter, cheese, and egg volume, while the latter sell less than 
6 per cent. The manufacturer of cooking fats sells most of his out- 
put to commercial bakeries and to grocery retailers and a very 
small proportion to meat markets. If a wholesaler of meats should 
undertake to sell fish, he might find it necessary to extend selling 
effort to fish markets which sell almost half of the total amount 
consumed. 

The effect of enlarging the family of products upon selling ex- 
penses is not traceable historically. Conceivably, a wholesaler 
might establish a definite basis for allocating some or all common 
costs by observing, from years of experience and experimentation, 
the effect of varying proportions of products upon expenses. This 
procedure would usually be impractical because of the time re- 
quired, the intervening changes in expense levels, total volume 
and the like, the unprofitableness of allowing extreme variations 
to occur for the sake of observing results, and the risk of basing 
prices and policies on the unrepresentative conditions of a single 
business. 

Approaching the problem from a different standpoint, some 
wholesale establishments have continued to specialize in fresh 
meats and their expenses are relatively low, while others have 
tended to sell proportionately large quantities of other product 
groups and their expenses are higher. If their accounting methods 
are uniform and their total volumes approximately equal, the 
unit expenses of those establishments selling high proportions of 
a particular group of products may be compared with those selling 
medium and low proportions. An estimate of the unit expense of 
wholesaling the product-group may then be made by deducing 
what it would be if the total wholesale volume were composed en- 
tirely of those products. Because differences in total volume and 
in country and city operating conditions usually exert important 
influences upon unit expenses, it would be necessary to observe 
the effect of varying product-proportions upon unit expenses of 
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wholesale establishments that are similar in volume and in other 
characteristics. While an empirical rule for the allocation of ex- 
penses might, at length, be deduced by this method, difficulty 
would be encountered in allowing for the effects of numerous other 
factors upon expenses. 

This process may be accomplished more easily and exactly by 
multiple correlation because of the simultaneous measurement of 
all known influences upon unit expenses. This method was em- 
ployed in studying the expenses of 353 wholesale meat establish- 


TABLE XXVI 


THE RELATIONSHIPS OF UNIT EXPENSES TO VARY- 
ING PROPORTIONS OF PRODUCT-GROUPS 














Unit Expenses ror Propuct-Groups 

Propuct PERCENTAGE (in Per Cent) 

or ToTaAL VoLUME 

A B 4 

See ©.99 0.907 1.04 
ee 1.00 1.02 I.00 
Se ee 1.00 1.06 0.97 
pk airs wena oon 1.00 1.09 .95 
cc caben snes 1.00 1.11 .04 
ere rrr I.00 s.a3 .93 
Se ee 1.00 1.15 .92 
ee icadeaewas 1.00 1.16 -gI 
Ros wes aterecast cele 1.00 1.17 .go 
MK auag wee pi eeks 1.00 1.18 0.89 














ments. In determining the effect of varying proportions of each 
product-group, allowances were made for four extraneous factors 
including total volume and the percentage of urban population in 
the area served by each wholesaler, as well as the varying propor- 
tions of two other product-groups. It was found that unit ex- 
penses tend to remain almost constant with increased proportions 
of product-group A, to increase with increased proportions of B, 
and to decrease rapidly with C. 

Since the average expenses of all wholesale establishments in 
the study were made equal to $1.00 per volume unit, it may be said 
that, total volume and other conditions remaining equal, the unit 
expense would be the same as average for product-group A, 18 per 
cent above average for B, and 11 per cent below average for C. 
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Hence, at any general expense level, and assuming no changes in 
distributive methods, the expenses of wholesaling the three groups 
of products may be estimated by applying their respective per- 
centages to the average unit expense. By making comparisons 
with corresponding gross margins some notion may be obtained 
of the profitableness of promoting the sales of the different 
product-groups and of selling them in the most profitable combina- 
tions. 

These studies have the advantages of being based on many in- 
stances and of revealing important general tendencies. For in- 
stance, the proportion of product-group B is associated directly 
with the number of salesmen per million people, thereby indicat- 
ing that its higher distribution expense is due partly to its require- 
ment of a larger amount of selling effort. At the same time inter- 
relationships, such as exist between large total volumes and high 
proportions of C, are somewhat confusing. Moreover, this meth- 
od of allocating common cost cannot be used for more than a very 
few product-groups.® Allocations of expenses for ten or twelve 
major products may only be made, if at all, by distribution-cost 
accounting methods. 

In such a study, detailed analyses are made to determine the 
origin and purpose of each item of expense and to allocate it to the 
product or products which it benefits. Since the amount of work 
involved makes it necessary to limit the number of wholesale 
establishments, they should be chosen as near normal as possible 
in total volumes, proportions of products comprising total vol- 
ume, and other important characteristics. On account of the sea- 
sonal variations in both total and product volumes and in ex- 
penses, the study should cover a normal period of time—at least 
a year. It is impossible to describe in detail how each item of ex- 
pense should be allocated because this must depend on the nature 
of the business. In many cases no difficulties may be encountered. 
Rent, real estate taxes, building repairs, and light may be appor- 
tioned according to the rental value of the space occupied by each 
product. The amount of paper used in wrapping different prod- 
ucts may be measured by sampling. Interest may be distributed 
according to the value of products and terms of sale. Accounts in 

& W. L. Crum, op. cit. Discussion by M. O. Lorenz. 
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suspense may be examined to determine what portions belong to 
different products sold. 

The apportionment of salaries according to the time spent on 
each product may be carried out with comparative ease in cases 
where personal effort is expended entirely on one product or prod- 
uct-group and where employee’s time may be measured and di- 
vided among product departments. The problem is more difficult 
for bookkeeping, delivering goods, and selling. Time required in 
recording sales may be divided in proportion to the total number 
of items of each product, regardless of volume. Time spent in 
entering accounts in the ledger may be apportioned according to 
the number of invoices showing sales of each product, allowing 
proportionately for entries of several products on an invoice. De- 
livery expense may be apportioned partially according to volume 
handled and partially according to the number of stops required 
in delivering each product, making allowances for the numerous 
cases of delivering two or more products together. Division of 
salesmen’s salaries and expenses necessitates studies of the time 
devoted to selling each product and to traveling between calls. 

In one instance, it was determined that the salesmen’s time was 
evenly divided,on the average, between traveling from stop to stop 
and interviewing each dealer. Furthermore, it was found that 
during the interview each item in an order required almost an 
equal length of time to sell. Only the large-volume items neces- 
sitated slightly more time, but these were few in number and, for 
practical purposes, were ignored. Accordingly, each salesman’s 
salary was divided in two, and the half covering the time in deal- 
ers’ shops was allocated in proportion to the number of items of 
each product-group sold. The other half of his salary, covering 
time going from dealer to dealer, was apportioned by a different 
method. If only one product-group was sold, the whole cost of a 
stop was charged to it. If two product-groups were sold, one half 
the cost was charged to each, etc. In this manner allowance was 
made for the fact that the different product-groups were not uni- 
formly distributed to all dealers. Some of them required the can- 
vassing of special classes of outlets or small trade more than large, 
thereby entailing different marketing costs. Sampling studies 
were of much value in reducing the work involved. 








256 THE JOURNAL OF BUSINESS 


In this same study® expenses at fifteen wholesale establish- 
ments were allocated to nine product-groups, and the unit ex- 
penses of the highest-cost group were found to be three times 
those of the lowest-cost group. 


TABLE XXVII 
AVERAGE DISTRIBUTIVE EXPENSES FOR NINE PRODUCT-GROUPS 
BASED ON OPERATIONS OF FIFTEEN WHOLESALERS 


(Expenses per volume unit are expressed as percentages 
of average expense.) 


Product-Group* Unit Expense Product-Group* Unit Expense 
A 79 F 64 
B 81 G 121 
[ 65 H 110 
D 98 I 193 
E 89 


* Average of the group=100 per cent. 


There are several reasons for believing that, in this study, the 
careful application of these methods gave dependable results. By 
regrouping of the product expenses according to the triple classifi- 
cation used in the correlation study, somewhat similar unit ex- 


TABLE XXVIII 


COMPARISON OF PRODUCT-DISTRIBUTION EXPENSES 
AS DETERMINED BY TWO METHODS 


(Percentages of Average) 








Unit Expense 





Propuct-GrouPp 


By Correlation | By Accounting 





‘ | EARP RE ree ters 100 100 
inn Gibesdoaee wae eee 118 125 
EE er ee ne 89 82 








penses were obtained. Second, gross earnings, which are estab- 
lished competitively on each of the nine products, varied above 
or below average earnings in approximately the same manner as 
the corresponding selling costs varied around average selling costs. 


6s The writer wishes to recognize the collaboration of Mr. S. G. Wennberg and his 
contributions both in field studies and method connected with these problems. 
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Third, the method took into consideration all the known elements 
in wholesaling each product, and the resulting differences in ex- 
penses were not due to arbitrary manipulation. Many expenses 
belonged entirely to each product while others were divided on 
such bases as space, time, volume, and value. The division of 


TABLE XXIX 


RELATIONSHIP OF PRODUCT EXPENSE TO VOLUME 
PER ITEM AND FER INTERVIEW 


(In Percentages of Average) 











Ranked Product- Volume Volume per Product 

Groups per Item Interview Expense 
Ree pe 186 150 65 
iin 6.ineeinanworn 178 219 79 
ER OE 158 151 64 
eee 119 109 81 
ee 77 82 89 
DE Ake awnekas ancien 63 56 121 
orietnstaekaer 52 56 98 
DE vadeudsananwns 52 56 110 
Dsivesnsawaeceas 15 21 193 














salesmen’s time was the most complicated and, at the same time, 
the most important aliocation because it gave effect to the quan- 
tities and combinations of different products sold to different 
classes of retailers. Although nearly the same time and expense 
were required in selling an item of each product, there were ex- 
treme variations in volume per item and per interview which, 
according to Table XXIX, were clearly related to expenses as 
finally allocated. 

[To be continued] 

















THE LIMITED PARTNERSHIP ASSOCIATION 
IN NEW JERSEY 


STANLEY E. HOWARD" 


E customary textbook classification of the forms of busi- 
ness-enterprise organization into (1) the sole entrepreneur 
form, (2) the partnership, and (3) the corporation has the 

merit of simplicity, and it is useful in that it emphasizes certain 
fundamental types of organization. It is not, however, by any 
means complete. Various intermediate forms appear in use at any 
one period or in successive periods of time. Occasionally such an 
intermediate form experiences great popularity even for centuries, 
only finally to succumb to changed conditions, giving place to 
other more suitable or more readily available forms. Such was the 
limited, or commandite, partnership. An abortive attempt in the 
United States to utilize this business institution in ordinary trade 
and manufacture long after its popularity had ceased has been 
described by the present writer in an earlier contribution to the 
Journal of Business.? 

The present paper deals with a similar experiment in the use of 
the limited partnership association, a form of enterprise organiza- 
tion which is of a hybrid nature. It is a form of association known 
to the law in few jurisdictions in America, being (or having been 
at some time) authorized by the statutes of five states—Pennsy]l- 
vania, Michigan, Ohio, Virginia, and New Jersey.’ It is the intent 

* Chairman of the department of economics and social institutions, Princeton 
University. 

2“The Limited Partnership in New Jersey,” op. cit., VII (1934), 296-317. 


3 The first Pennsylvania statute authorizing the formation of limited partnership 
associations was passed on June 2, 1874, being Public Law No. 271 of that year. 
There were subsequent amendments in 1875, 1876, and 1899. The first Michigan 
statute was that of August 21, 1877, Public Law No. 191 of that year. This law was 
amended in 1881, 1885, 1903 (twice), 1905, and 1911. For the statutory provisions 
of Ohio, first enacted on April 20, 1881, see the General Code, §§ 8059-78. Limited 
partnership associations in Virginia, first authorized in the session of 1874-75, were 
included in c. 135 of the Code of 1887. A statute of 1918, following the model of the 
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of the author to describe the characteristics of this peculiar form 
of organization and in particular to summarize the experience of 
one of these states in its use, as this experience is indicated by 
instruments filed in the public-record offices of certain New Jersey 
counties. 

It may help to make clear a fundamental distinction between 
the limited partnership and the limited partnership association, 
as well as to stress the hybrid and uncertain character of the latter, 
to introduce at this point a bit of legislative history in New York 
which antedates the period of the actual passage of limited- 
partnership-association legislation in the five states mentioned 
above. 

In April, 1837, fifteen years after the enactment by the legis- 
lature of New York of the first American limited partnership 
statute and at a time when the other eastern states were in rapid 
succession passing similar laws, the New York legislature had 
under consideration a bill purporting to authorize the formation 
of limited partnerships to receive deposits, discounts, and 
moneyed securities and to make loans on mortgages; in brief, to 
enter the banking business, a privilege which was denied by the 
early limited partnership statutes of the several states. Under 
this bill two or more partners, contributing cash to the capital 
stock of their enterprise, might form such an organization as the 
title of the bill purported to describe. This capital stock might be 
divided into shares, which would be personal property. A partner- 
ship thus organized might appoint officers and agents. Suits by 
and against the concern were to be conducted in the name of the 
“chief agent” of the enterprise. Mortgages to or by the concern 
were to be written in the partnership name. Such a concern was 
not to be dissolved by the death of any partner. Both or all of the 


Uniform Limited Partnership Act, provided that limited partnerships and limited 
partnership associations formed under old statutes might by procedure come under 
the new law. Any then existing limited partnership or limited partnership associa- 
tion not electing so to do might continue to be governed by c. 135 of the Code of 
1887, “except that such partnership shall not be renewed unless so provided in the 
original agreement.” Except as thus indicated c. 135 was repealed. The Virginia 
Code of 1930 provides in c. 175B for limited partnerships, but there is no reference 
to limited partnership associations. 
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partners had “limited liability,” as this term is generally under- 
stood today in connection with the business corporation, except 
that, if a partner should not pay for his share or shares as required, 
he would be “held responsible as a general partner.”’ 

The attorney-general of the state, Mr. Samuel Beardsley, was 
asked for an opinion regarding the legality of such a form of busi- 
ness organization and in particular whether, on the ground that 
such a partnership in name would in fact be a body corporate, a 
two-thirds vote of the legislature, as then required for incorpora- 
tion, would be needed to pass the bill. Mr. Beardsley said, “Tf 
bodies thus organized or constituted are not in law corporations, 
the attorney-general freely confesses that he is unable to discover 
what they are.” The rule of the two-thirds vote was therefore 
applicable, if, indeed, any rule of voting was in order. This was 
the era of incorporation by special act only, antedating the mod- 
ern practice of easy incorporation by procedure under general 
enabling acts. Therefore, said Mr. Beardsley, “‘as the bill assumes 
to provide for an unlimited and indefinite number of these cor- 
porations, at the mere pleasure of individuals, it is for that reason 
unauthorized by and in degradation of the Constitution.”* Prob- 
ably in part because of this expressed view the bill did not become 
law. It was much later, after incorporation by procedure under 
enabling acts had come to be the general custom, that statutes 
were enacted in New Jersey and the other states already indicated 
authorizing the formation and use of business associations similar 
to those proposed in the New York bill of 1837. 

The New Jersey statute providing for limited partnership asso- 
ciations was passed on March 12, 1880.5 It was virtually a tran- 
scription of the Pennsylvania statute of June 2, 1874. It is de- 
scribed by its title as “An Act Authorizing the Formation of Part- 
nership Associations, in Which the Capital Subscribed Shall Only 
[sic] Be Responsible for the Debts of the Association, Except 
under Certain Circumstances.” This act, slightly amended, is still 


4 This opinion is published in New York Assembly Documents, 6oth Session, IV 
(1837), 1-7. It is also found in “Assembly Document No. 304,” Opinions of the 
Attorneys-General of New York, 1796-1872, pp. 78-82. 

5 Laws of New Jersey, 1880, c. 204. 
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in effect. Under it three or more persons may form such an asso- 
ciation to conduct anywhere in the United States or elsewhere but 
with its principal place of business located in the state of New 
Jersey ‘“‘any lawful business or occupation.” The capital which 
they subscribe and contribute may be “either in money or in real 
or personal estate, mines or other property at a valuation to be 
approved by all the members.” Persons wishing to form a limited 
partnership association shall sign and formally acknowledge under 
oath a “statement in writing” setting forth (a) their names, (d) 
the amounts, character, and terms of payment of their several 
subscriptions of capital, (c) the character of the business to be 
conducted and (d) its location, (e) “the name of the association 


6 The law of 1880 was amended in 1883 (c. 141) by the addition of provisions 
to make it quite clear that a limited partnership association may hold and con- 
vey real estate in the name of the association. This law was retroactive. The 
law of 1880 was also amended in 1917 (c. 109). This amending act deals en- 
tirely with matters of procedure in dissolution. The statute of 1880 provided for 
dissolution either at the expiration of the period specified in the recorded statement 
in writing or by vote of a majority in number and interest of the members. Notice 
of winding up must be “given by publication in two newspapers published in the 
proper city or county at least six consecutive times, and immediately upon the 
commencement of said advertising said association shall cease to carry on its busi- 
ness, except so far as may be required for the beneficial winding up thereof.”” The 
amending act of 1917 made more elaborate provisions. It was enacted that limited 
partnership associations should be legally continued beyond the date when they 
might expire by limitation or otherwise for the purpose of prosecuting and defending 
suits and settling and closing their affairs. 

An act was passed in 1899 which may possibly have had application to limited 
partnership associations. This was c. 182 of the laws of that year. It had the title: 
“‘An Act for Winding Up Voluntary Associations and Associations with Partnership 
Liabilities.” Its preamble read: “Whereas many associations have been and are 
carrying on business with partnership liabilities, where the membership is so large 
and secret that actions at law cannot be safely brought against them, and when be- 
coming insolvent the remedy at law is so uncertain and hazardous as to amount to 
a failure of justice for want of an adequate remedy, therefore . . . .” etc., etc. It is 
to be noted, however, that the membership of a limited partnership association is 
not secret, that actions at law are brought in the name of the association, and that 
the liability of members is not that which is ordinarily known as partnership lia- 
bility. Moreover, as the author shows in the present paper, not “many” limited 
partnership associations appear ever to have been formed in New Jersey. That those 
formed under the statutes were voluntary associations seems clear. Nevertheless, 
the winding-up provisions of the statute of 1899 seem to be designed to meet needs 
arising from the use of the unincorporated, common-law joint stock company. 
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with the word ‘limited’ added thereto as part of the same,” (f) 
the contemplated duration of the association, not to exceed 
twenty years, and (g) the names of the association’s officers. The 
statement in writing must be filed in the office of the clerk or 
recorder of deeds in the “proper” county.’ 

A limited partnership association formed under this statute is 
similar to a corporation in that it sues and is sued in the name of 
the association, service of process against such an association be- 
ing made upon one of its officers.* Likewise, in the execution of 
deeds of conveyance, bonds, and mortgages, such an association 
may use a common seal and formally acknowledge such instru- 
ments by the chairman or the secretary.° 

Also, as in a corporation, management is by means of a board 
of managers of not less than three or more than five persons. The 
law is silent as to whether these must be members of the associa- 
tion. “No debt shall be contracted, or liability incurred for [such 
an] association, except by one or more of the. . . . managers.”” No 
debt of more than $500, “except against the person incurring it, 
shall bind the association, unless reduced to writing and signed 
by at least two managers.” The division of profits is determined 
as to manner and amount (except that capital may not thereby 
be impaired) by majority vote of the managers.”° 

A limited partnership association formed under the New Jersey 
statute is like a corporation in that there is granted to all its mem- 
bers the privilege of iimitation of liability; for its “capital alone 
shall be liable for the debts of such [an] association.” It is inter- 
esting to note that the statute specifically provides for an appar- 
ent, but not real, exception to this statement, covering the case of 
unpaid capital subscriptions. When property of an association 
cannot be found to satisfy its debts, “execution, sequestration or 


7 Sec. 1. 8 Sec. 9. 9 Sec. 10. 

1° Secs. 5 and 6. The managers and officers are elected by the members at a 
meeting of the association. There must be at least one such meeting each year. The 
managers are limited in their operations by Sec. 7, to the effect “that it shall not be 
lawful for such association to loan its credit, its name, or its capital to any member 
of said association, and for such loan to any other person or association, the consent 
in writing of a majority in number and value of interest shall be requisite.” 


Sec. 1. 
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other process may be issued against any of the members to the 
extent of the portions of their subscriptions respectively in the 
capital of the association not then paid up.” To render this pro- 
vision effective, every limited partnership association must keep a 
subscription-list book, which shall be open at all reasonable times 
for inspection by members and by creditors of the association. 
The court or judge to whom recourse is had by creditors may 
compel this book to be produced in evidence.” 

The privilege of limited liability is recognized as one which may 
have much significance for business creditors. As already noted, 
the business name must have as its last word the word “limited” 
to indicate to creditors, actual or prospective, that the limited 
liability privilege is claimed under the statute. This business 
name ending in “limited’”’ must be adequately made known in 
signs at every place of business, in notices, advertisements, and 
“other official publications,” and in all the usual business papers. 
If the word “limited” is omitted from the business name, then 
“each and every person participant in such omission, or knowingly 
acquiescing therein [is] liable for any indebtedness, damage or 
liability arising therefrom.” That is, violation of the rule which 
attempts to safeguard the public against abuse of the privilege of 
limited liability is punished by the imposition of a penalty; but 
this penalty is not the imposition of unlimited partnership lia- 
bility." 

On the other hand, a limited partnership association formed 
under the New Jersey law is like a partnership rather than a cor- 
poration because there is in part retained with respect to it the 
partnership principle of delectus personae. In its full application 
this principle or requirement is that every partner may choose his 
own partner or partners, a requirement which may serve well 
against abuse in a situation in which the principle of mutual 
agency is in force. In the limited partnership association, as we 
have already seen, the principle of mutual agency is not in force. 
The principle of delectus personae is accordingly modified, but not 
eliminated, by the requirement that all transfers of partners’ 
interests, whether arising from “sale, death, bankruptcy or other- 


™ Sec. 2. "3 Secs. 1 and 3. 
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wise,”’ must be ratified by election of the transferee or transferees 
to membership in the association. Such election is by vote of a 
“yaajority of the members in number and value of their interests.” 
Failing such an election, the transferee is entitled “only to his 
interest in the association at a price and upon terms to be mutu- 
ally agreed upon.” If agreement cannot be reached, the price and 
terms are to be fixed by an appraiser appointed by the court of 
common pleas."‘ In this partial retention of the principle of delec- 
tus personae the limited partnership association imitates more or 
less closely the “private company” of Great Britain, the société a 
responsabilité limitée of France, and the Gesellschaft mit beschrénk- 
ter Haftung of Germany. These are not partnership forms but 
corporate forms of business-enterprise organization. 

It is interesting to note that nowhere in the statute is the form 
of enterprise therein authorized designated as either a “partner- 
ship” or a “corporation.” It is called a “partnership association,” 
as in the title of the act, or merely an “‘association.”” Nor does the 
act anywhere refer to an individual owner-investor who partici- 
pates in such an association as a “partner”; rather he is always 
called a “member.”’ He is never referred to as a stockholder. One 
is tempted to ask whether Attorney-General Beardsley’s reported 
remark in 1837 is not pertinent in this case also. If bodies thus 
organized or constituted are not, in law, corporations, what are 
they? A Pennsylvania judge in a decision in 1892 involving the 
Pennsylvania statute said: 

[This act] was not a mere amendment or supplement to anything that 
went before, but . . . . a new scheme, carefully and elaborately drawn, creat- 
ing a new kind of artificial person, standing between a limited partnership as 
previously known and a corporation, and partaking of the attributes of 
each.'s 


In a Massachusetts case in 1897 the court quoted with approval 


a Pennsylvania decision in which stress was laid upon the partner- 
ship character of the association. It was not permitted to the 


14 Sec. 4. 
1s Laflin and Rand Powder Co. v. Steytler et al., 146 Pa. 434, 23 Atl. 215, 14 L.R.A. 
690 (Cherry, Cases on Partnership, pp. 543 ff.; the sentence quoted is found at p. 


544). 
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principal defendant, a limited partnership association under the 
Pennsylvania statute, to be sued in Massachusetts “under the 
name which the laws of Pennsylvania authorize it to use. Such 


” 


laws have no extra-territorial force or effect.” In a strict-con- 
struction state the limited partnership association was not re- 
garded as a corporation or even as an entity.” 

In brief, the legislature of the state of New Jersey in 1880 pro- 
vided for the formation and use of a form of enterprise organiza- 
tion which was not called a corporation but which possessed some 
of the more important attributes and advantages of the corporate 
form; a hybrid form combining useful features of both partnership 
and corporation. It was a form inexpensive to use because there 
was only the simplest of procedure in the filing of the prescribed 
statements in writing. There was no provision in the statute for 
any special charge connected with the granting of a franchise nor 
was there provision for annual franchise taxes or for the imposi- 
tion of any special system of tax levies. The advantages, or most 
of them, of the corporate form were present, and some of its least 
desirable features from the private, acquisitive standpoint were 
absent. It was the only statutory form of organization other than 
the corporation in which all the associated owner-investors could 
acquire the privilege of limiting their liability to the amount of 
agreed investment. Uncertainty as to its legal status in foreign 
jurisdictions might interfere with the use of this form of business 
organization outside the boundaries of New Jersey; yet it would 
seem that a device had been set up which might prove very useful, 
indeed, to the associated owners of small enterprises. 

In an attempt to ascertain the facts about the use which has 
actually been made of this law by the business community, the 

%© Edwards v. Warren Linoline and Gasoline Works, Limited, 168 Mass. 564, 47 
N.E. 502 (Cherry, op. cit., pp. 547 ff.; the passage quoted is at p. 551). For other 
characterizations of the limited partnership association, see Corpus juris., XLVII, 
1274-75- 

ty a Bankruptcy Act of July 1, 1898, a limited partnership association is 
treated as a corporation. “ ‘Corporations’ shall mean all bodies having any of the 
powers and privileges of private corporations not possessed by individuals or part- 
nerships, and shall include limited or other partnership associations organized under 


laws making the capital subscribed alone responsible for the debts of the associa- 
tion.”’ (Sec. 1.) 
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author searched the records of the clerks of four New Jersey 
counties (Essex, Mercer, Middlesex, and Hunterdon) from the pas- 
sage of this act to the spring of 1931 and of one county (Somerset) 
from 1890 to 1931, these five counties embracing approximately 
one-third of the population of the entire state. In briefest possible 
summary the result was the finding of statements in writing of 
only 53 enterprises purporting to be limited partnership associa- 
tions. Of these, 31 were in Essex County, 25 being entered in a 
series of recording volumes entitled the “Book of Co-partner- 
ships,” 3 in the series of the “Book of Corporations,” and 3 in a 
series of “Miscellaneous Records.” In Middlesex County 5 were 
found in Volume A of the “Book of Limited Partnerships.” In 
Mercer County 15 were recorded, scattered through two volumes 
of “Miscellaneous Papers.’”’ Somerset and Hunterdon counties 
showed 1 each, recorded respectively in the “Book of Partnerships 
and Incorporations” and the “Book of Corporations.”” The grand 
total of cases is certainly not imposing, and it is clearly apparent 
that the statements in writing were so seldom presented for public 
record that the county clerks to whom they were presented never 
found it desirable to set apart special books in which to record 
these instruments. 

It is quite clear from examination of these public records that 
there never was in New Jersey anything that could be called a 
movement toward the general use of the limited partnership asso- 
ciation. It seems not even to be true that the use which has been 
made of the device ever acquired the temporary status of a “‘fad.”’ 
In the periods and counties whose records were searched no state- 
ment in writing was found antedating the year 1889. From 1889 
until 1921 there were only eight years in which there was not at 
least one entry recording the formation of a new association.’? 
The only case later than the year 1921 was a very peculiar one in 
1924, one of such irregularity in the conditions described in the 
filed statement as to make it seem extremely doubtful whether, in 
fact, the promoters legally effected an association of the type 
authorized by the statute. This means that, in a period very 


17 The years 1892, 1894, 1897, 1900, 1905, 1913, I9I19, and 1920. 
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closely approximating half a century, on an average one limited 
partnership association was formed each year in these five New 
Jersey counties. The largest number formed in any one year was 
five, in 1918. 

Of the 52 associations formed, 4 are irregular and of peculiar 
interest in that in these cases an attempt appears to have been 
made by a single promoter to combine the advantages of the 
limited partnership association with those of the common-law 
trust. If consideration of these 4 cases be deferred, we have re- 
maining for analysis 48 cases of simple, straightforward attempts 
to make use of the statute of 1880. 

Of these 48 enterprises 19 were to engage in manufacture 
(usually on a small scale, not infrequently to exploit some patent 
or formula), and 9 were to carry on petty trade or service. Three 
were quarrying or mining enterprises, 4 were real estate projects. 
In 3 instances construction work was proposed and in 3 the con- 
duct of garages or filling stations. Dairying, brokerage, public 
stenography and reporting, photography, hotel operation, pub- 
lishing for a lodge, and “holding public exhibitions” present 1 
case each. 

As to the capital invested, there appear to have been three 
groups of businesses. In 17 enterprises the total amount sub- 
scribed did not exceed $1,000. In 19 cases the total capital was in 
excess of $1,000 but not in excess of $5,000. Of the remaining 12 
companies, 6 had capital of between $5,000 and $10,000; 6 had 
capital exceeding $10,000. 

As to the number of members in each association, in almost 
two-thirds of the cases (30) there were the minimum number (3) 
of members required by the statute. In nearly one-half of this 
group of cases (14) the third member appears to have been, if not 
a “dummy,” at least a relatively insignificant part of the organi- 
zation. In 8 of these 14 cases this partner apparently had some 
family connection with one of the other members of the asso- 
ciation. Some of the pertinent facts are shown in Table I. 

In the other 18 enterprises there were 7 in each of which there 
were four associates, 5 in each of which there were five. In 1 case 
each of seven persons invested anywhere from $20 to $180, to a 
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total of $500, in an enterprise to manufacture acetylene gas. 
Eight persons in Hunterdon County formed a dairy association 
with a total capital of $340, business to begin when $100 had been 
paid into the treasury. In 1911 the Newark Roach Bait Company, 
Limited, was formed to manufacture and sell an insect powder. 











TABLE I 
MEMBERS’ INVESTMENTS 
Case No Member Member Member 
‘ No. 1 No. 2 No. 3 
Sache dane eased onan $ 2,850 $ 400 $100* 
ars acai cayeibaesansing eae 2,490 2,500 I 
SNS ee ay a ie ee 48 48 4 
SER ree 10,000 9,900 roof 
ISERIES ee: 2,400 2,400 200 
Ms skagapcsntavenens 2,300 100 100* 
Ene een 2,300 100 100* 
Re eee 2,300 100 100* 
SC co aneds citeneccawe 4,990 4,990 20 
ee Pee eer 800 190 10f 
ROSAS ee ee rae ae 450 40 10 
Oe cussiweneGceaxenedos 499 500 1|| 
Wes cecactdesnuses tiews 2,600 2,300 100 
BI is nerd g Satie alae ae 2,500 2,500 100* 














* Member No. 3 was apparently related to No. 1. 

t Member No. 3 was apparently related to No. 2. 

t In this case there were two subsequent revisions. In the first, total capital was 
doubled and No. 3’s investment raised to $700. In the second, Nos. 2 and 3 disap- 

ared, a relative of No. 1 took the place of No. 2, and a newcomer the place of No. 3. 
he final status of this concern was that of having a total capital of $75,000 equally 
divided among the three members. 

§ In all three cases (6, 7, and 8) members Nos. 1 and 3 are identical. The enterprise 
of Case 6 was formed March 30, 1904, to last twenty years; that of Case 7 was formed 
May 24, 1904, to take over the assets of Case 6 and to last twenty years. The enter- 
prise of Case 8 was formed January 2: 1906, to take over the assets of Case 7 and to last 
twenty years. About the only justification for treating these as three cases instead of 
one is that there were three firm names, not one as in Case 5. 

|| Member No. 1 contributed a patent; Nos. 2 and 3, cash. 


Five persons contributed $50 each and two persons $100 each in 
cash, while the eighth member contributed a chemical formula 
appraised at $250. In 1912 the Viking Mining Association, Lim- 
ited, filed its statement in writing showing an authorized capital 
of $15,400, one-third of which was to be paid in ten days. There 
were fourteen members, Scandinavian names predominating. The 
smallest subscription was of $100; the largest, $4,000. In Mercer 
County in 1898 there was formed the New Jersey Junior American 
Mechanic Publishing Company, Limited. Twenty-five persons, 
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presumably members of the lodge, invested from $5.00 to $50 each 
to establish the association. The largest membership list of all 
was in the Mercer Factory Association, Limited, organized in 
1903 to deal in real estate in the town of Hopewell. Forty-one 
persons subscribed from $12.50 to $100 each to assemble a total 
capital of $2,300. 

More frequently than not contributions of capital were in cash. 
But records of contributions in kind are not infrequent. Stocks- 
in-trade of members formerly in business as sole entrepreneurs or 
as ordinary partners appear as capital contributions duly ap- 
praised. Patents likewise were sometimes made the basis of a 
limited partnership association. In 1 concern three persons in- 
vested in cash $100 each and $700 worth of personal property in 
which each claimed a one-third interest, apparently as members 
of a discontinued ordinary partnership. This personal property 
consisted of “one horse, one wagon, one harness and stock of 
builders’ materials on hand, said personal property having been 
appraised as to value by all the members.” 

It is interesting to note the types of business names adopted. 
In 32 instances the business name indicated that the concern was 
a “company”; in 4, that it was an “‘association.”’ In others there 
was no special use of terms to indicate collective organization ex- 
cept as, for example, “Jones and Smith” might indicate a partner- 
ship, and the word “limited” (which was never omitted) would, 
to the informed, indicate that the enterprise was formed under the 
statute of 1880."* The personal names of members were used in 
25 enterprises and place names in 13. In 35 instances the firm or 


*8 The concern referred to in the text as being so irregular in the terms and pro- 
visions of its statement in writing as not to warrant the conclusion that a limited 
partnership association had been formed was called a “syndicate”’—“The Wayside 
Development Syndicate, Limited.” In its recorded instrument there was no refer- 
ence to any statute, but the appearance of the word “limited” in the business name 
and the indication of twenty years as the proposed period of existence of the asso- 
ciation (unless terminated by dissolution or incorporation) make it seem probable 
that the organizers thought they were really forming a limited partnership asso- 
ciation. No specific or complete membership list is shown, but there were to be 
2,500 capital “units” of $10 per unit, each carrying the privilege of casting one vote. 
The property of the concern, it was said, was to be held by the syndicate “as trustee 
for the several members thereof.” 
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name gave an indication of the type of business activity to be 
engaged in, although in a few of these the indication was very 
vague as, for example, by the use of the word “manufacturing.” 

The statute prescribed no exact form for use in the preparation 
of statements in writing, and apparently no standard form was 
ever developed. It is to be remarked, however, that the state- 
ments which the author has examined show surprisingly few cases 
of gross ignorance of what was required by the law or of the 
fundamental features of the limited-partnership-association form 
of enterprise organization. Occasionally the entries contained mat- 
ter other than that which was absolutely required to be set forth. 
For the most part, such cases give the impression that the partici- 
pants in these undertakings made a serious attempt to handle 
their affairs in a businesslike manner. For example (a case of 
exaggeration of this point) in 1917 three persons formed the 
Somerville Photo Association, Limited, investing $100 each in 
cash and contemplating a business life of six months. So con- 
cerned were they with the details of their business relations in this 
association that the statement in writing provided for such mat- 
ters as the rule of division of profits, of division of the assets in the 
event of dissolution (with submission to arbitration if necessary), 
the obligation of each member to give as much time and work as 
possible to the business of the association, and denial to members 
of the right to contract any bill over $50 without the written con- 
sent of two managers. In the case of the North Nutley Estates, 
Limited, formed in 1914, Article 7 of the statement in writing 
reads: 

The interest of each member of the association shall be evidenced by the 
issue and delivery to him of a certificate of such membership, stating the 
amount of the capital subscribed, which certificates shall be signed by the 
Chairman and Treasurer. 


In another case recorded in 1895, A and B, hitherto partners in 
the A and B Electrical Manufacturing Company, converted their 
enterprise into a limited partnership association, adding “Lim- 
ited” to their name and adding two members. The assets of the 
old concern were valued at $13,000, and A and B were credited 
with capital contributions of $6,500 each. C and D were the two 
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new members, contributing $1,000 and $2,000, respectively. An 
instrument was filed in addition to the ordinary statement in 
writing, elaborating certain articles of agreement among the mem- 
bers of the association. There were provisions for regular and 
special meetings of the association, the plan of managerial organi- 
zation, the responsibility of the chairman, the keeping of books 
and records and the rendering of monthly statements, and the 
adjustment of accounts and division of profits. 

Of the net profits ten per cent or more, if a majority of the associates in 
number and value of interest shall so determine, shall not be divided, but 
shall remain in the business to increase the capital and to allow for deprecia- 
tion of stock and appliances. 


In somewhat similar manner the Stenography and Reporting 
Company, Limited, organized in 1915, inserted in its filed state- 
ment the following article: 

9. This certificate is to be recorded in compliance with statute; a further 
and supplementary agreement setting forth in detail the rights, duties and 
privileges of the partners [sic] as between each other and the company and 
providing for the internal management of its affairs is also executed under 
even date herewith, which supplementary agreement (not to be recorded), 
and such further agreements as may be made from time to time in writing, 
together with this certificate for record constitute the entire contract between 
the parties hereto. 


Perhaps the most amusing statement in writing is that of the 
Thomas Eggert Feed Company, Limited, organized in 1908 with 
three members and with a total capital of $10,000 to conduct a 
general grain business. The members or their lawyer, if they had 
one, made it plain that the right was sought to do business, “in the 
United States or elsewhere,” not merely in Metuchen or Perth 
Amboy. Following is the preamble of their recorded statement in 
writing: 

This is to certify that we, the undersigned[,] being three persons who desire 
to form a partnership association for the purpose of conducting a lawful 
business, hereinafter particularly specified, within any of the United States 
of America and in the territories and provinces thereof and subject to the 
jurisdiction of the same and in any and all of the countries of North America 
and South America, the Isthmus of Panama, the countries of Europe, Asia 
and Africa and the Isles of the Sea, and if communication with Mars shall be 
established, there also: do hereby sign and acknowledge a statement in 
writing. .... 
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Reference has been made to four statements in writing filed at 
different times in certain New Jersey counties which purport to 
evidence the formation of limited partnership associations but 
associations having this feature—that they combined, or at- 
tempted to combine, the privilege of limited liability as it inheres 
in the device of the limited partnership association and the same 
privilege as it attaches to shareholders whose status is that of 
cestuis in a common-law trust. Because of this peculiar feature, 
which incidentally carries with it inability to place such associa- 
tions satisfactorily in any classification of limited partnership 
associations based upon the number of members or partners, and 
because of the question which the use of such associations raises 
with respect to what is sound public policy, these four cases have 
been reserved for separate description and discussion. 

On August 30, 1898, there was formed in Essex County a 
limited partnership association under the name of “the Ruttmann 
Co., Ltd.’ Four parties were named in the statement in writing 
as members of the organization, whom we shall designate here as 
A, B, C, and D. A and C had the surname Ruttmann. D did not 
subscribe, however, in his own name but rather as “D, Trustee,” 
and his name appears written out in full (three words) and not 
merely with the initial letters of his first two names. Each mem- 
ber—A, B, C, and D, trustee—subscribed $1,000, to be paid in 
instalments in a year. But it was indicated that the total capital 
of the enterprise was to be finally $100,000. The contemplated 
length of life was twenty years. 

Nearly ten years later, on February 18, 1907, there was formed 
in Mercer County a limited partnership association to be known 
as the Garretson Association, Ltd., to endure twenty years. This 
time it was indicated in the statement in writing that there were 
five parties to the contract, namely, E, F, G, D, and “D, Trustee 
for whom it may concern, and on behalf of Oliver S. Garretson 
and Associates.” Oliver S. Garretson was to be president of the 
association, E its treasurer, and F its secretary. The subscriptions 
of E, F, G, and D (in his own name) were recorded as $10,000 
each, but D in his function as trustee was set down as subscribing 
$60,000. Payments of subscribed capital were to be completed in 
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a year. In this case D as a subscriber in his own name was de- 
scribed by the use of his first name in full and the initial letter of 
his middJe name; as trustee his first two names were both reduced 
to initial letters only. The document was signed, sealed, etc., in 
Philadelphia. 

On January 28, 1908, there was formed in Essex County an- 
other limited partnership association in which D again appears 
as the active party. This was the Central Union Trading Co., 
Ltd. There were four members, H, I, D, and “D, Trustee for 
whom it may concern.” D’s name appeared in the two forms used 
in the instrument for the Garretson Association, Ltd. H, I, and D 
(in his own name) subscribed $10,000 each; D as trustee sub- 
scribed $70,000. Instalment payments of capital were to be com- 
pleted in a year. The enterprise was to endure twenty years. 

On August 18 of the same year D appeared again in Mercer 
County and with him H and I, this time to form the Trenton 
Union Trading Co., Ltd., to endure for twenty years. The capital 
sums subscribed were as in the Central Union Trading Co., Ltd. 
D’s name appears in three forms: in his own capacity as an indi- 
vidual subscriber he is “D [with first and second names written in 
full], elsewhere D [using the first name in full and the middle 
initial only].”’ As “Trustee for whom it may concern” he was 
simply “D [with initials only of his first and second names].”” Two 
persons, J and K, were named as officers of the association who, 
according to the instrument, were not openly members of the 
association. Perhaps they were cestuis of the trust, if there really 
was one, for which D was the trustee. The surnames of J and K 
were the same. 

These cases are interesting, if for no other reason, because they 
bear so striking a resemblance to the conditions in the case of 
Crehan v. Megargle.’® In this case the New York Court of Appeals 
so ruled upon the status of cestuis who invested in a limited part- 
nership (not a limited partnership association) through a trustee 
who, as a trustee, was a limited partner that, when the limited 

19 N.Y. Court of Appeals (1922), 234 N.Y. 67, 136 N.E. 296 (Cherry, op. cit., 


pp. 556 ff.). For critical comments see E. H. Warren, Corporate Advantages Without 
Incorporation, pp. 311-19. 
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liability privilege of the limited partner was forfeited because of 
defect in procedure in the formation of the partnership, the cred- 
itors of the enterprise could not reach the personal assets of the 
cestuis. Those who invested as cestuis the court held were not, in 
the language of the limited partnership statute, “persons inter- 
ested in the partnership”; they were interested only in the trust, 
and the creditors could not reach them. By the combination of 
the limited partnership and the common-law trust limited lia- 
bility had been made “double-barreled.” On the face of it, then, 
it would appear that D in these present cases was a promoter who 
conceived the notion that the argument of double-barreled limita- 
tion of liability would make a strong appeal to investors, on 
which he might capitalize. 

Whether D had in mind anything more than this is a matter 
upon which the records studied offer no evidence. Whatever sus- 
picions the reader may have as to D’s motives as a promoter are 
not dissipated by the fact that the statements in writing which 
were filed in Newark and Trenton give no clear indication as to 


the types of business activity in which these four associations 
were to engage. They were all alike in this respect, and they were 
all literally alike, word for word. One model served all four asso- 
ciations. 


The character of the business to be conducted by the said association is 
the manufacture of useful articles of consumption, or commerce, from any 
natural or artificial products; and producing, transporting, purchasing, 
manufacturing, storing, insuring, and selling, on commission or otherwise, 
any natural or artificial products; and conducting any lawful business con- 
nected therewith, or relating, or incident thereto. And the association may 
acquire, hold, manage and dispose of any stocks, shares, bonds and other 
interests in, or issued by, any corporation, joint stock company, or limited 
partnership, [sic] association, engaged in any lawful business; and it may 
purchase, hold, manage, and dispose of, on commission or otherwise, any 
such investment securities, and other property, real, personal or mixed, as 
it may be generally or specifically authorized in writing, from time to time, 
by the owners and holders of a majority in number and amount of the shares 
of interest and business of the Association, to purchase, hold and sell. 

And the Association may exercise such trusts, and do such other lawful 
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things, incident to any part of its business, as it may, from time to time, be 
authorized in like manner to do.” 


These passages, purporting to set forth for each of the four 
enterprises “the character of the business to be conducted,” are 
not very enlightening. Rather they serve to strengthen suspicions 
of dubious promotion. It would be difficult to find a more vague 
or more widely inclusive description of an intended business. The 
first sentence, if taken at face value, indicates that the character 
of the business is the manufacture, etc., of useful articles of some 
sort. There is no mention here of acquiring, holding, and dispos- 
ing of securities. The second and third sentences purport to say 
what the association in question may do, and it is in these sen- 
tences that we have a hint that investment in other companies 
may have been intended to be a principal function or method of 
operation. It is not an untenable hypothesis that we have ex- 
emplified here an attempt to organize something which was a 
cross between a holding company and an investment trust. 

We seem to have, then, in the limited partnership association in 
New Jersey an illustration of a business device which might have 
become, but did not, an accepted and popular institution. Why it 
did not so develop is a question to which it is difficult, if not im- 
possible, to give a conclusive answer. Inadequacy of publicity 
with the result that the business community as a whole was igno- 
rant of the statute and of the alleged advantages of this odd form 
of association is, it seems to the writer, a partly valid, but on the 
whole inadequate, explanation. The business community has a 
way of soon coming to know, appreciate, and use statutory priv- 
ileges which are clearly advantageous and profitable. 

Perhaps another valid but inadequate explanation is the fact 
that the odd, or hybrid, character of the limited partnership asso- 
ciation made its status doubtful in foreign states. But this un- 
certainty of status would affect very few companies and would not 
affect at all companies organized under this law, provided their 
operations were purely intrastate. Although the New Jersey 


20 “Mercer County Misc. Papers,” Book A, pp. 203-4. 
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courts might not find it easy to determine whether the limited 
partnership association is a partnership or a corporation or a 
quasi-corporation, their duty in specific instances would be simply 
to interpret the statute and to apply it. 

The explanation of the failure of the limited partnership asso- 
ciation to become popular which seems to the writer most plaus- 
ible is simply that by 1880 the corporate form of organization was 
in New Jersey readily available to all comers, that it was a form 
well understood both by the business community and by the 
courts, and that in these circumstances resort was had by business 
men to the known and certain rather than to the relatively un- 
known and uncertain. Probably the rapidly developing move- 
ment in New Jersey for easy incorporation on liberal terms ren- 
dered abortive the attempt to give birth to a new form of limited 
liability company. The alleged need which the limited partner- 
ship association might have supplied under other conditions was 
being met by another form of enterprise organization, the cor- 
poration. 

It is difficult, however, to discard entirely the notion that the 
private company with limited liability for all its members may 
have some proper and useful function to serve in our scheme of 
business organization. This seems especially to be true when we 
consider that in the older commercial and industrial countries of 
the Occident the private company has not only been accepted and 
used but extensively so.* Approximately four-fifths of the British 
limited companies are private. It seems improbable that in the 
United States our own experience should remain permanently out 
of accord with that of Western Europe. Perhaps the discrepancy 
thus far between European and American experience is partly to 
be explained by the fact that the incorporation and financing of 
public companies in Europe have been surrounded by more checks 
and safeguards than has been the case with us; that whenever in- 
vestment securities are to be issued to the general public the state 
has there intervened more actively in a regulatory capacity; and 
that the private company is the answer of the state to small enter- 


2t See Stanley E. Howard, “The Private Business Corporation under Modern 
French Law,” Accounting Review, IX (1934), 105-13. 
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prisers who in associating together wish particularly to avail 
themselves of the corporate privilege of limited liability without 
subjecting themselves to a needless burden of public regulation. 
With us, with incorporation for business purposes universally and 
notoriously easy, the attractive features of the private company, 
especially in an odd and unincorporated form, appear to have 
hitherto had little attraction for business men. But if under pres- 
sure of public opinion there should develop, even in the face of 
interstate rivalries, a movement to subject large corporations issu- 
ing their securities to the general public to effective control, 
whether state or federal, it is not either impossible or improbable 
that we should wish to distinguish, with respect to their control, 
between private and public companies. If and when that time 
comes, we may resort, if we wish, in certain few jurisdictions to 
the use of such private companies as are authorized by the New 
Jersey law of 1880, asamended. It would seem, however, the more 
desirable frankly to give the private company full and clear status 
as a corporate body rather than to continue it in the uncertainties 
of its present hybrid form. In the meantime there can be little 
harm in leaving on the statute-books such private-company laws 
as we now have. They may come to serve a real need until such 
time as public opinion in the matter is clearly formulated and 
public policy is effectively directed toward differentiation between 
public and private corporations. 

Such a differentiation in the United States would have compli- 
cations not found in the unitary-government countries of Europe. 
Here we probably would have or would wish to consider such 
bases of differentiation as (1) the issuance or non-issuance of 
securities to the general public, (2) the interstate or intrastate 
character of the businesses carried on, and (3) the magnitude of 
the business operations performed. It is not properly a function of 
the present paper to discuss these problems in their several rami- 
fications. One point, however, is suggested by the cases of the 
four New Jersey limited partnership associations in which, for 
some reason not disclosed, the organization of the enterprises in 
question was complicated by the attempt to introduce the com- 
mon-law trust. Circumstantially it appears that by this intro- 
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duction of the trust it was sought to make an appeal to the gen- 
eral public in the sense of persons outside the circle of those in 
close touch with the carrying-on of the enterprises. Circumstan- 
tially it appears also that by this device capital could be assem- 
bled in the limited-partnership-association form on a larger scale 
than would otherwise have been possible. It would seem to be a 
most conservative position to take that in the development of the 
private company, whether unincorporated or incorporated, it 
should not be legally possible to introduce such complications. 
The private company should be simple and as personal as possible. 
The principle of delectus personae should not be obstructed in its 
operation by the use of the “trustee for whom it may concern.” If 
a company is really to be a private operating company and not 
a holding company used for purposes of large-scale industrial con- 
trol, there is no need to give it, as Mr. D attempted to give his 
associations, the power to “acquire, manage and dispose of any 
stocks, shares, bonds and other interests in, or issued by, any 
corporation, joint stock company, or limited partnership asso- 
ciation,”’ or to “exercise trusts.”’ In both Great Britain and Ger- 
many the private-company form of organization has been used 
not only for small-scale enterprise but also for trust or “cartel” 
control of large industrial concerns. This in the opinion of some is 
unfortunate. It is clear that the limited partnership association 
or its incorporated potential counterpart, the private corporation, 
might develop into such a device for private industrial control. 
Such a development, it seems to the present writer, would be un- 
fortunate. 

From the standpoint of public policy, also, it seems unfortunate 
that the private limited-liability company in the form of the 
limited partnership association should be made available for the 
use of the business community without the creation of any, not to 
say adequate, administrative mechanism for public control. The 
sole prerequisite requirement of the state of New Jersey for the 
formation of a limited partnership association is that there be 
filed a statement in writing containing certain information. It is 
the duty of the county clerks to receive and record such state- 
ments, not to pass upon their validity or to issue anything in the 
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nature of a certificate evidencing the acquisition of certain, if not 
all, corporate powers. There is no public check or control ab 
initio upon the correctness or validity of the acts performed by 
members of the business community in their attempts to use the 
privilege granted by the statute. It is not at all clear that Mr. D’s 
four peculiar companies would have been accepted for registration 
if such a preorganization check-up had been made by an admin- 
istrative officer of the state. It is not enough, in our opinion, to 
grant valuable business privileges which may be had by all 
comers on compliance with rules of procedure prescribed by a 
statute; at the same time administrative control should be pro- 
vided over the operation of these rules. Submission to such super- 
vision is not too great a price to pay for the privilege of limited 
liability of all the members of a business company. 





SHORT-TERM PRICE FORECASTING, 1920-29. II* 


E. W. PETTEE 


HIS appraisal of the short-term forecasts is restricted to 

those made during the decade of the 1920’s; for it is only 

since the close of the World War that continuous and sys- 
tematic attempts have been made to forecast economic events. 
Practical considerations make necessary the further limitation of 
including only American forecasts. 

Even within such limits it is necessary to eliminate many fore- 
casts from consideration in order to keep the number from becom- 
ing too large to handle effectively in a case study of this kind. So 
long as a line has to be drawn somewhere, only those predictions 
made within some six months of each cyclical turning-point are 
included, the assumption being that the forecasts of these critical 
months are of more general interest—and certainly not less sig- 
nificant—than those of the intervening periods. In dealing with 
the professional forecasters whose predictions were more or less 
continuous, a maximum of three ratings per forecaster is given for 
each half-year interval. This particular number is taken because 
fewer than three would not give a fair idea of the results achieved 
and more than that is scarcely justified in view of the fact that 
the forecasts generally are not altered much from week to week. 
It should be noted that the confining of consideration to the 
months shortly before the turning-points leads to a stricter test 


* This is the second of three articles on price forecasting. As explained in the 
first instalment appearing in the April, 1936, issue of this Journal, the present 
article attempts to set down some of the main conclusions suggested by a detailed 
analysis of some one hundred and fifty different price forecasts. In the original study 
each appraisal was explained individually and supported by the appropriate quo- 
tations, but space limitations here permit only a suggestion of the nature of the 
various forecasts and of the reasons for the ratings assigned. The particular services 
included in the study are the ones whose forecasting letters happened to be avail- 
able at the time of the investigation. Most of the statistical data incidental to the 
main study were taken from the Standard Statistical Bulletin: Base Book Issue, 


1931-32. 
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of the forecaster’s art than was applied to the long-term forecasts 
in the first article of this series. 

The downturn of 1920-—The decline in prices which set in 
around July, 1920, was one of the most drastic on record. It was 
international in scope, and in this country caused the wholesale 
price index of the Bureau of Labor Statistics to fall 27 per cent by 
the end of the year, or an average of over 4 per cent per month for 
six consecutive months. 

At first blush it seems that this should have been an easy reces- 
sion to predict. Business had been active for a long time; specula- 
tion had carried land, commodities, and securities to great 
heights; credit expansion had reached the straining-point; interest 
rates were high and were going higher; and early in 1920 an out- 
flow of gold had definitely set in. In retrospect, among the more 
significant signs of the impending recession were the increases in 
the rediscount rates of the central banks both here and abroad, 
the Japanese crisis, and the disappointing spring trade. 

There were, on the other hand, a number of factors which 
tended to confirm the popular belief that high prices had come to 
stay. The bumper crops of 1919 had sold at high prices, bringing 
the highest aggregate returns of all time, and the crop prospects 
for 1920 were good. There was generally supposed to be an in- 
exhaustible demand for goods of all sorts. Europe was said to be 
desperately short of foodstuffs, and the papers were full of 
stories of construction projects being planned. The most common 
answer to those who prophesied disaster was that the country had 
not gone through an era of construction, that there were shortages 
of goods instead of the oversupplies so characteristic of the top of 
a business cycle, and that the country possessed a new banking 
system which could probably deal with any situation likely to 
arise. 

The forecasting services were able to make an encouraging 
showing during the months preceding the 1920 collapse in prices. 
Twelve of the sixteen predictions we examined impressed us as 
being definitely more than half right as compared with only two 
definitely misleading and two approximately neutral. The indi- 
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vidual rating*s of seven services covering three periods of two or 
three months each are shown in Table VIII. 

The non-professional forecasters“ were both less definite and 
less accurate in their predictions, judging from the six of these 
published during the months with which this study deals. Only 
two of them were able to give even slightly helpful predictions as 
against four which were quite definitely on the misleading side. 
The ratings are given in Table IX. 

The statistical approach seems to have played an important 
part in the predictions of only three of the forecasters included in 
our survey, namely, the Harvard, Brookmire, and Babson serv- 











TABLE VIII 
—a Jan.-Feb., March-May, June-July, 
1920 1920 1920 

AGRE Aeramregere. Very good Very good Fair 
TS SESS re ere Fair Poor Very poor 
IE et Very good Very good Very good 
EE veces suas ecw ak aioe Good Good Good 
OS RSS era Fair to good | Fair to good | Fair to good 
Ts ai wii acetacwaare pack Aas See ee Ue re rae 














ices. The Harvard Economic Society interpreted its Index Chart 
as indicating a significant fall in business and prices by early 
summer but concluded that certain new elements, which were 
not reflected in the chart, would prevent a serious decline. The 


4s As explained in our earlier article, the ratings range from very good to very 
poor, with fair characterizing those predictions around the neutral zone. It is an 
open question whether the fair forecasts were slightly helpful on the balance or 
slightly misleading. Very good forecasts were not perfect but were mostly right in 
all important respects and undoubtedly helpful. 

# D. F. Jordan, “Where Are We in the Price Cycle?” Bankers’ Statistical Service, 
July 20, 1920; R. C. Meeker, “Improbability of Decrease in Prices,” Monthly 
Labor Review, January 17, 1920, p. 400; W. C. Mitchell, “Prices and Reconstruc- 
tion,” American Economic Review, March, 1920, pp. 129-55; H. G. Moulton, “The 
Banking and Price Situation,” American Economic Review (suppl.), March, 1920, 
pp. 156-75; “Production and Prices (Editorial),” New Republic, June 2, 1920, 
p. 4; E. M. Patterson, “Prospective Changes in the Price Level,” Annals of the 
American Academy of Political Science, May, 1920, pp. 8-12. Irving Fisher’s well- 
known prediction that we were on a permanently higher price level was made in 
June, 1919, which was more than a year before the break in wholesale prices. 
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Brookmire prediction of an important price decline by summer 
was based largely on the assumption that the banking-stock- 
market price sequence would hold in 1920 as it had in many® 
previous instances. Babson’s Service was duly impressed by the 
fact that the Babsonchart indicated that business and prices had 
long been above normal and were bound to come down, but the 
chart unfortunately gave no very definite clue as to the time of 
the probable reversal of trend. 

The theory that the limitations of our credit system would 
soon call a halt to expansion and lead to a recession figured 
strongly in the helpful predictions of Thomas Gibson, E. M. 
Patterson, H. G. Moulton, the Brookmire Service, and Babson’s 











TABLE Ix 
Forecaster Date of Forecast Rating 
(Seer peer ey July, 1920 Poor 
ig Sn acai hii aria Jan. 1920 Poor 
Mitchell, W. C..... eee eg Poor to fair 
SS 4 Serre Dec. 1919 Good 
err June, 1920 Poor 
Patterson, E. M..................) May, 1980 Good 











Organization. The Harvard view was that the Federal Reserve 
Banking System could be counted on to prevent a drastic defla- 
tion of credit and prices, and Dr. Mitchell “guessed” that the 
central banks would successfully attempt to control the situation 
before it was too late. 

A second consideration which stood the forecasters in good 
stead was the anticipated slump in the American export trade 
due to the increasing productive power of Europe. Thomas Gib- 
son considered this the main reason why a high price level could 
not be maintained in this country. Babson’s, Mitchell, and Moul- 
ton also used this reasoning to advantage, but the Bankers’ and 
Harvard services were impressed by the way the foreign business 
was holding up rather than by the prospect that it would fall off. 

The belief that there existed a great shortage of goods proved 
distinctly detrimental to the predictions of Jordan, Meeker, 
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Mitchell, the New Republic, the Bankers’ Service, the Harvard 
Service, and, to a lesser extent, the Babson Service toward the 
middle of the year. The second assumption playing a dominant 
réle in several of the unsuccessful predictions was that high and 
rising costs pointed toward a continuation of a high level of 
prices. 

The forecasters, as a group, made surprisingly little reference 
to such suggestive developments as the Japanese crisis; the de- 
clining prices in England, Germany, and other European centers; 
the sharp declines in the prices of certain basic commodities in 
this country; the shift in business sentiment which occurred early 
in the spring of 1920; and the adverse corporate-earnings reports 
which were becoming fairly conspicuous long before July. 

Forecasting the upturn of 1922—The rise in wholesale prices 
which set in around the opening of 1922 was not impressive com- 
pared with the extreme movements during and immediately after 
the war, but, if one compares it with most peace-time fluctua- 
tions, it will be seen to have been of substantial proportions. The 
Bureau of Labor Statistics index rose 12 per cent between Janu- 
ary and December, and other wholesale indexes rose as much as 
21 per cent during the year. 

The rise in prices was international in scope, the upturn oc- 
curring earlier in a number of important countries than it did in 
the United States. In Germany, France, Italy, the Netherlands, 
and Denmark, the low of the 1920-21 recession was seen between 
May and November, 1921. The most fundamental common cause 
of the price upturn in Germany, France, Italy, Austria, and 
Hungary was the failure of the governments to balance their 
budgets. In Germany inflation was well under way by the open- 
ing months of 1922. 

The theory that improving general business led to the rise in 
prices was rather well borne out by the events of 1922. General 
business turned upward in March, 1921, and moved fairly 
steadily toward higher levels throughout 1922 and through the 
spring of 1923.47 The stock market, too, upheld its reputation as 

47 It should be noted, however, that our present indexes of business activity were 
not in existence in 1922. 
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a forecaster of the commodity markets; for it struck its low in 
August and then began a rather steady climb, with no important 
setback, until the spring of 1923. 

Those who favor the monetary explanation of the price rise can 
point to our rising gold reserves, which increased from 2,966 
million dollars in January, 1921, to 3,333 million dollars by the 
end of the year; to the liquid condition of the Federal Reserve 
banks whose reserve ratio had increased from 44.5 in January, 
1921, to 73.1 in December; and to the steady decline in interest 
rates reflected by a decline in the New York Federal Reserve bank 
rate from 7 per cent in April to 43 per cent in November, 1921. 
The monetary explanation is strengthened by the fact that the 
general price level as well as wholesale prices registered an in- 
crease in 1922. 

Professor Morris A. Copeland suggests that this rise in the 
wholesale price indexes can be explained by changes in the supply 
conditions in a few industries where the output is not closely or 
quickly adjusted to demand, and he points to the bituminous 
coal strike which resulted temporarily in high prices for fuel. 
Still another possible explanation is that the rise was mostly the 
rebound from the excessive deflation of 1920-21. 

The forecasting services were reasonably successful in fore- 
telling the 1922 price rise. Over a period of six months four of the 
six services were definitely helpful, and the others were at least 
slightly helpful much of the time. Of the 18 predictions, 13 were 
more than half right, 3 were about half right, and only 2 were 
clearly more wrong than right. The individual ratings are given 
in Table X. 

During the last quarter of 1921 all the services were fairly con- 
fident either that the decline would soon end or that the trend 
would turn upward in the not distant future, but by the opening 
of 1922 two of the forecasters became convinced that there would 
be no rise during the year. Prior to October, 1921, most of the 
forecasts were either vague concerning the prospective upturn 
or not much more than half correct in their conclusions. 

48 “Causes of Changes in the Wholesale Price Level,” Journal of American 
Statistical Association, March, 1930, p. 166. 





286 THE JOURNAL OF BUSINESS 


The chart barometers on the balance were not strikingly help- 
ful. As a matter of fact, the degree of accuracy of the three fore- 
casters using the charts was practically the same as that of the 
three not using them. The monetary considerations contributed 
materially to the helpful conclusions of the Brookmire, Gibson, 
Standard, and Harvard organizations; for all of these held that 
the easing of credit and the lowering of interest rates strongly 
indicated higher commodity prices. Babson’s, on the other hand, 
argued that bankers were wary of speculative borrowing and that 
solvent borrowers probably would not require more funds under 
the then-existing conditions even if credit were available at much 
lower rates. The “goods” approach was used to some advantage 
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by Standard, Harvard, and Moody’s, all of whom were impressed 
by a supposed shortage of goods; but Babson’s thought the un- 
promising foreign demand for our goods would operate against 
an early upturn of prices. The forecasters seem not to have seen 
any such significance in the coal strike as Professor Copeland in 
retrospect believes it may have had. 

The downturn of 1923.—The 1923 downswing of wholesale prices 
began in April or May and amounted to around ro per cent, the 
bulk of the decline occurring in a four-month period measuring 
from May to September. 

There is no very convincing evidence that it is necessary to look 
outside the United States for the causes of this recession, for only 
Italy and Sweden of the important European countries experi- 
enced a decline as extensive as our own. Several countries— 
notably Germany, Austria, and Russia—on the contrary were 
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witnessing skyrocketing prices at this time as a consequence of 
unbalanced budgets and depreciating currencies. 

In support of the monetary explanation of the price recession 
in this country it can be said that the Federal Reserve Bank of 
New York raised its rediscount rate in February, 1923, from 4 
per cent to 43 per cent and that the twelve central banks reduced 
their holdings of government securities from 416.8 millions of 
dollars in January, 1923, to 227.3 millions in April and to 97.5 
millions three months later. Against this argument it can be urged 
that the reserve banks did not actually force any widespread 
contraction of credit; for, if account is taken of an increase in bills 
discounted and bills bought, total Federal Reserve credit out- 
standing declined only 47.2 millions of dollars during the first 
quarter of 1923. It can also be said that money was relatively 
cheap and plentiful; for, though interest rates were slightly 
higher than in 1922, the prevailing rate of 4.98 per cent on choice 
double-name paper was not regarded as high. Then, too, the 
total loans and discounts of the member banks registered a 
steady increase month by month. Still another point against the 
monetary explanation is that Carl Snyder’s index of general 
prices, unlike the wholesale price indexes, held a steady course 
throughout 1923.*° 

General business turned downward a little later than com- 
modities did, according to the Standard Index of Production, 
but the stock market and wholesale prices began their declines 
at about the same time. The specific commodities that declined 
more than the averages included building materials, sugar, 
cotton, and petroleum. Farm prices as a whole fell somewhat less 
than the general average, and they recovered more promptly. 

The year 1923 proved to be a bad year for the forecasters. 
Only two of the five services met with even a moderate degree of 
success, and three were definitely and consistently misleading. 
As Table XI shows, nine of the predictions were found to be mis- 
leading, one indifferent, and five somewhat helpful. 

The Brookmire and Harvard forecasting charts both pointed 


49 Snyder’s index rose from 163 in January to 165 in March and fluctuated be- 
tween 165 and 166 during the rest of 1923. 
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toward incorrect conclusions in the 1922-23 period, but the 
Babsonchart contributed toward a series of helpful predictions 
in that it indicated that the business readjustment was still in- 
complete. 

Monetary considerations figured with particular prominence in 
the Harvard and Standard misleading predictions; for these 
services looked for a heavy credit expansion on the basis of the 
ample credit resources of the country. No forecaster predicted 
lower prices on the strength of the restrictive credit policy of the 
Federal Reserve banks, which is held by some authorities to have 
been the cause of the decline. 











TABLE XI 
Disies Oct.—Dec., Jan.-March, April-May, 
1922 1923 1923 

een eee Fair to good Good Fair to good 
con ca ¥noley Susu’ Poor to fair Fair Poor 
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Mr. Gibson emphasized chiefly an anticipated increase in com- 
petition from abroad; Babson’s was impressed by the lack of any 
shortage of commodities and the large productive capacity of the 
country. The other services were inclined to be impressed by 
such factors as higher labor and raw-materials prices, reduced 
supplies due to labor and transportation difficulties, and the great 
demand for goods. 

The upturn of 1924.—The price rise which began in July, 1924, 
amounted, all told, to some ro or 12 per cent and proceeded at a 
steady rate as long as it lasted, which was about nine months. 
Prices in such countries as England, Italy, Sweden, Japan, and 
the Netherlands rose like our own during the second half of the 


year. 

The usual explanation of this movement is the monetary one. 
In this connection it is pointed out that the banking authorities 
reduced the rediscount rate at the New York Federal Reserve 
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Bank three times within the year, bringing the rate from 4} per 
cent, where it stood in May, to 3 per cent in August. Besides 
lowering the discount rate, the reserve banks purchased govern- 
ment securities to the extent of some 374 millions of dollars, pre- 
sumably with the intention of encouraging a rise in prices. The 
other side of this argument is that the total reserve-bank credit, 
far from increasing, showed a material decrease for the reason that 
the increase in bills sold on the open market and the decline in 
bills rediscounted more than compensated for the government 
securities bought. Irrespective of the central banking policy, the 
monetary explanation is strengthened by the fact that the gold 
stock of the country was steadily rising, as were demand deposits 
and loans and discounts, while interest rates continued to fall 
from a level already regarded as low. It is still further strength- 
ened by the fact that the general price level as well as wholesale 
prices rose in 1924. 

The individual prices which rose more than the averages in 
1924 include petroleum, hogs, wheat, and corn. In general, crops 
were relatively good in this country and bad abroad. The stock 
market, general business, and wholesale prices all turned upward 
at about the same time. 

The services were almost as unsuccessful in predicting the 1924 
rise as they have been in foretelling the preceding decline. Only 
two of the six services covered gave helpful predictions over the 
six-month period next preceding the July upturn. Of the 18 pre- 
dictions, 6 appear to have been mostly right, 4 about neutral, 
and 8 more wrong than right. As Table XII shows, the forecasters 
were comparatively accurate as the time of the turning-point ap- 
proached. 

The monetary approach was used to best advantage by Thomas 
Gibson, who was much impressed by the evidence that the banks 
were pursuing an inflationary policy but was convinced that the 
rise could not last more than six to eight months as long as other 
countries could not share in the same abundance of gold and 
credit. The favorable money and credit situation also figured 
indirectly in the Harvard and Brookmire forecasts, but in these 
instances the time lags between certain statistical series de- 
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termined in large measure the final badly timed forecasts. The 
Standard Service deliberately rejected the easy-money signal on 
the ground that monetary considerations were of little signifi- 
cance so far as the short-term future was concerned. 

Babson’s Organization placed major emphasis upon supply- 
demand prospects, stressing such factors as larger supplies of 
goods coming to market, excess producing capacity, a prospective 
increase in foreign competition, and expanding inventories—all 
of which led toward incorrect predictions. Unlike Babson’s, 
Standard Service held that production was being curtailed, that 
dealers’ inventories were not large but that wages and materials 
costs were high, and concluded most of the time that prices would 











TABLE XII 
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accordingly rise. That the demand for goods was bound to suffer 
so long as unemployment existed was a characteristic argument 
of Moody’s, but the consideration which proved most useful to 
this service was that the second half of the year in the past had 
frequently seen firm or rising commodity prices. 

The downturn of 1925-26—Although the wholesale price level 
was comparatively stable during 1925 and 1926, there was, never- 
theless, a clearly defined downward drift which began near the 
opening of 1926 and ended in the spring of 1927. The recession 
amounted to some 8 to 20 per cent over a term of from sixteen to 
eighteen months, depending on which index of wholesale prices 
one uses. All the leading indexes show a noticeable decline during 
the first quarter of 1926. 

The Federal Reserve banks are commonly said to have caused 
this general downward drift in prices; for not only was the redis- 

















SHORT-TERM PRICE FORECASTING 291 


count rate raised from 3 to 33 per cent in February and from 33 to 
4 per cent in January, 1926, but, in addition, the central banks’ 
holdings of government securities were reduced from an average 
of 371.3 millions of dollars in 1924 to 347.2 millions in 1926. A 
third more or less deflationary policy was the publication of 
brokers’ loans, which may have intensified caution on the part of 
certain business men who would otherwise have borrowed on a 
larger scale. 

The view that the price decline had its origin in the monetary 
situation is strengthened by the fact that prices in fourteen lead- 
ing countries having a gold basis declined on an average about 
12 per cent between the first quarter of 1925 and the middle of 
1927, supposedly due, in part at least, to the return of England 
and a number of other countries to the gold standard. Against the 
theory that a small export of gold and a deflationary banking 
policy caused the decline in this country, it can be urged that the 
bank loans and investments of the reporting member banks in- 
creased by 1,900 millions of dollars during the months of price 
recession and that the deposits of the banks increased by about 
1,400 millions during the same period. A further point against the 
monetary explanation is that Snyder’s index of general prices 
averaged one point higher in 1926 than in 1925, having declined 
not more than three points from its 1925-26 high at any time 
during the year. 

Those who believe that the decline in the wholesale index 
numbers is explained by the conditions in a few key industries can 
point to the bumper cotton crop and the failure of rubber restric- 
tion. The decline of various groups of commodities between early 
1925 and the middle of 1927 were as follows: farm products, 18 
per cent; non-agricultural prices, 10 per cent; silks, 28 per cent; 
grains, 32 per cent. The price of rubber fell 60 per cent in a single 
year, beginning the middle of 1925, and cotton fell 27 per cent 
during the same months. 

An unusual feature of the period was that business activity 
did not follow commodities downward in 1925-26. The stock 
market failed to forecast the weakening of wholesale prices, for it 
rose throughout 1925 and the early months of 1926. 
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The forecasts were more than a little misleading during the 
closing months of 1925 and the opening months of 1926. Not one 
of the services covered was able to predict the downward drift of 
commodities as much as five or six months in advance. Three 
months before the main turning-point, two of the five services 
spoke of a possibility of unsettled prices later on, but three still 
predicted firm or higher prices for at least several months. On the 
other hand, none of the forecasts was dangerously misleading, 
for the worst done by any service was to predict a moderately 
rising trend instead of a gently falling one. The individual ratings 
for the two- to three-month intervals are given in Table XIII. 
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The various forecasting charts, including Brookmire’s then new 
Barometer Number 9, failed to predict the price decline and, in- 
deed, indicated about the opposite of what occurred. The Harvard 
and Standard services were impressed by the condition of easy 
money, but the Alexander Hamilton Institute looked for a halt 
in the expansion of credit. Standard, Babson’s, and Brookmire 
were particularly inclined to stress the small inventories, curtailed 
production, and improving purchasing power, all to the detri- 
ment of their predictions. 

In general, one is struck (a) by the failure of the forecasters to 
see any particular significance in the deflationary policies of the 
Federal Reserve banks, (5) by their failure to stress any of the 
international considerations, such as the return of England to 
gold, and (c) the lack of any disposition of the services to predict 
any such decline in particular commodities (e.g., rubber) as might 
be reflected in the wholesale indexes. 
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The upturn of 1927-—The rise in wholesale prices which began 
around the middle of the year amounted to but 8 or 10 per cent 
but, unlike the 1926 decline, was rather sharp while it lasted.*° 
The bulk of the rise occurred in farm products, which increased 
some 19 per cent as against the 5 per cent gain registered by the 
leading non-agricultural price index. The wholesale indexes of 
most of the leading countries of the world saw a temporary spurt 
in the latter half of 1927; and in Germany, Sweden, Italy, and the 
Netherlands prices increased at about the same time and to about 
the same extent as our own. 

In 1927 the Federal Reserve rediscount rate was not lowered 
until after prices had turned upward in late July, but the banks 
began to add to their holdings of government securities as early as 
April. The amount of such securities held was increased from 
305.9 millions of dollars in December, 1926, to 604 millions in 
December, 1927. The total loans and investments of the report- 
ing member banks gained 1,350 millions of dollars in the same 
period of time, but interest rates on choice double-name paper 
held remarkably close to 4 per cent throughout the year. A fac- 
tor contributing to the favorable credit situation in this country 
was the inflow of gold, which amounted to about 150 millions of 
dollars during the twelve months ending June, 1927. 

The stock market forecasted a much greater and much earlier 
rise than actually occurred; for, according to Standard’s index, 
these securities began in June, 1926, an almost uninterrupted rise 
which carried the index number from 93.2 in May, 1926, to 
145.3 in June, 1928. The Standard index of production reached 
its high point of 122.2 in March, 1927, and worked irregularly 
downward to 110.5 by the end of the year. 

The forecasting services were, on the average, just about half 
right in their predictions during the first six months of 1927. Up 
to March none of the services definitely foretold the July upturn, 
and up to May only one of them definitely predicted it. As the 
time of the turning-point became imminent, however, four out of 
six were fairly confident that moderately higher prices were in 


5° Snyder’s index of general prices rose from a low of 169 in May, 1927, to a high 
of 174 in December. 
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prospect. As Table XIV shows, most of the predictions were 
neither very helpful nor very misleading. 

The forecasters in 1927 appear to have relied less on their chart 
barometers than in any of the earlier periods examined. The 
Brookmire “forecasting line’ moved downward and sidewise dur- 
ing the entire period, but the fact that several factors in the 
barometer turned upward was interpreted as being favorable to 
an early upturn in prices. The Harvard prediction that the de- 
cline probably was not over was made despite the fact that the 
curve representing money and credit had been favorable for a 











long time. 
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The Standard, Alexander Hamilton, Brookmire, and Harvard 
services all held that the monetary situation was favorable to 
some rise in prices but for the most part felt that it was not favor- 
able enough to prevent a decline. Babson’s guessed that the re- 
discount rate would not be lowered, and Moody’s argued that the 
new capital seeking investment in new plants was tending toward 
lower prices. 

Babson’s, Alexander Hamilton, and Brookmire all looked for 
higher agricultural prices, which were expected to be reflected in 
the wholesale price indexes; but Standard argued that the sta- 
tistical position of a number of industries suggested a further 
general weakening of prices. The Brookmire Service was im- 
pressed by signs that the decline in foreign prices had halted, but 
the Harvard Service held that foreign prices depended upon 
American banking policy and were hardly to be regarded as causes 
of price movements here. 
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The downturn of 1929.—As a last test of the ability of the fore- 
casters to foretell the turning-points in the wholesale price index, 
the predictions of the half-year prior to the secondary peak 
reached in the summer of 1929 were examined rather than those 
prior to the slightly higher peak in April of the same year. 

In view of all that has been written concerning the causes of 
the 1929-33 price decline, it is sufficient for present purposes to 
note that the large gold reserves of the country, the high reserve 
ratios of the Federal Reserve banks, and the absence of any wave 
of speculation in commodities all seemed not to conform to the 
usual state of affairs just before a major recession in business and 
prices. 
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The forecasters, as a group, were certainly not conspicuously 
helpful in their 1929 price predictions. None of the services 
definitely foretold a long or drastic price decline, although two 
consistently held that the next definite movement would be down- 
ward and a third strongly recommended a hand-to-mouth buying 
policy. The other services either saw no convincing evidence that 
an important decline was in prospect or implied that a rise was 
more probable than a recession by insisting that no sustained rise 
was yet likely. On the other hand, no forecaster was so utterly 
wrong as positively to indicate that a major rise was to be ex- 
pected. Very little comment concerning commodity prices was 
made typically during the first half of 1929, indicating that no 
important move in either direction was clearly foreseen. The 
ratings for this period are summarized in Table XV. 

The chart barometers apparently played little part in shaping 
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the 1929 forecasts. The Harvard organization held that the 
curves in its Index Chart were in the position which ordinarily 
would indicate the approach of a depression, but this conclusion 
was set aside largely on account of the confidence placed in the 
ability of the Federal Reserve System to prevent a recession from 
going very far. The Brookmire Service had already dropped its 
Barometer Number 9. 

The later Alexander Hamilton, Brookmire, and Harvard pre- 
dictions were definitely strengthened as the result of the emphasis 
placed on such considerations as the overproduction of non- 
ferrous metals, the decline in the foreign demand for American 
goods, and the scattered evidence that stocks of commercial goods 
were beginning to accumulate. The Babson, Moody, and Stand- 
ard forecasts, on the other hand, were weakened by the belief that 
inventories were not burdensome, that there had been no over- 
production in consumers’ goods, and that agricultural prices 
promised to move forward. The one argument which most often 
accompanied or pointed toward an incorrect forecast was that 
there had been no commodity inflation and that consequently no 
important decline was called for. 

Summary.—The conclusion indicated by the ratings assigned 
114 short-term predictions is that the forecasting services have 
not yet demonstrated their ability consistently and accurately to 
predict the cyclical swings of commodity prices within six or seven 
months of the turning-points. Listing first the various ratings ac- 
cording to the year in which the turn was seen, Table XVI shows 
the number of times the services were rated higher and lower 
than “fair.” 

According to this test, which asks merely the relative number 
of correct and incorrect predictions, ignoring the question how 
right or how wrong, the services were at least slightly helpful a 
little more often than they were definitely misleading but were, 
nevertheless, definitely on the helpful side of the neutral zone in 
only 45.6 per cent of the instances observed. But, what is more 
striking, even this degree of success is accounted for by the good 
record built up in the 1920 and 1922 periods; for in none of the 
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last five periods did the services as a whole manage to make more 
predictions which were helpful than were misleading. 

In general, the services were conspicuously successful in both 
1920 and 1922 but were generally misleading in 1923; thereafter, 
about one third were helpful, one third neutral, contradictory, 
or doubtful, and the other third were definitely misleading. The 
major decline of 1929 was foretold with little more accuracy than 
the other movements subsequent to the decline of 1923. 

The ratings are even less flattering to the services if one 

















TABLE XVI 
Year of Turn Higher then Fair Lower then Total 
Fair Fair 
4b ceaeeenseewenee 12 2 2 16 
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stresses the matter of degree of helpfulness; for of the 52 predic- 
tions classed as higher than “fair,” 31 predictions (about 60 per 
cent) were considered only “fair to good,” as against 20 predic- 
tions (40 per cent) considered “good” or “very good.” A larger 
proportion of the misleading ones, on the other hand, were badly 
misleading; for of the 39 predictions rated lower than “fair,” 
27 (or about 7o per cent) were regarded as “poor” or “very 
poor,” as against only 13 (or 30 per cent) classed as “fair to 


” 


poor. 
The showing of the individual services depends upon how often 


they forecasted and upon how much stress is placed upon the 
degree of correctness rather than merely upon the number of 
times the forecasts were on one side or the other of the neutral 
zone. This may be seen from the record of the ratings listed in 
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Table XVII according to the number of times each was assigned 
to the various professional services. 

From this it will be seen that the only forecasters who made 
no definitely misleading predictions during the months covered 
were the Alexander Hamilton Institute and Thomas Gibson. The 
former made only a very few commodity-price predictions, and 
most of these were too vague to be more than slightly helpful. 
Then, too, predictions of this service characteristically applied to 
the very short-term future (a month or two), which further 
limited their scope and usefulness. Mr. Gibson’s record was made 
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mostly in 1920 and 1922, when most of the other forecasters also 
did very well, and it would not look so good if one were to insist 
that his failure to forecast the short-term future of commodities 
from 1924 on was proof that he was unable to predict it. His pre- 
dictions were also, as a rule, too vague to be more than moderate- 
ly helpful. 

Of the three services that predicted continuously throughout 
the decade the Harvard Service received more ratings above 
“fair” than the others, but only one out of twenty-one of these 
was more than slightly on the helpful side whereas four were bad- 
ly misleading. The Brookmire Service, on the other hand, made 
more “‘good”’ and “very good” predictions than any of the others, 
but it also made more than an equal number of “poor” and “very 
poor” ones. Babson’s forecasts were more often rated “fair” 
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than were those of any other service, but his helpful forecasts 
were, to a degree, offset by misleading ones. The unusually large 
proportion of misleading forecasts made by the Standard Service 
is partly, but not entirely, explained by the fact that it was not 
forecasting in 1920 when four of the services made their best pre- 
dictions. Standard’s forecasts, like Brookmire’s, were generally 
made in precise and uncompromising terms, which had the effect 
of making bad forecasts all the more misleading and dangerous. 

In classifying the ratings according to whether the forecasts 
were made about one, three, or six months prior to the various 
turning-points, it was found that the helpful and misleading fore- 
casts generally fell in the periods nearest the turning-points, 

















TABLE XVIII 
Number of Months Namber Rated Number Rated Number Rated 
Pp Higher than . Lower than 

Prior to the Turns . Fair 
Fair Fair 
BE Re cated beegawiansesacbnd 13 14 10 
OE eee ry err 17 6 14 
is bikie ek Neti vcedesancee 22 3 15 
, Re eee 52 23 39 











whereas the “fair” ones most frequently were made a fuli six 
months before the turns. The figures are summarized in Table 
XVIII. 

The reason for so many “‘fair’’ predictions some six months be- 
fore the turning-points is found in the system of rating, which 
gives due credit for a good forecast of the immediate future even 
if the prediction is deficient in respect to the turning-point lying 
a little deeper in the future. Being helpful in one respect and mis- 
leading in another, such forecasts frequently rank as “fair.” 

In order to eliminate this bias in favor of the earlier periods 
the writer has prepared in Table XIX a supplementary list of 
ratings which is intended to reflect the failure of the services to 
foresee the next trend, regardless of how helpful the forecast may 
have been with respect to the months lying between the predic- 
tion and the turn. 
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As a rule, the forecasters either failed to foresee the turning- 
points six months in advance or, what is worse, predicted the op- 
posite from the actual trend; some three months prior to the turns 
the forecasters on the average were somewhat less inaccurate; and 
near the time of the turning-point they were more often helpful 
than misleading. If one insists that a forecaster should have fore- 
seen the turning-points a full six months in advance to rank 


TABLE XIX 








Number Rated Number Rated 
A Number Rated 
Higher than ‘ Lower than 
. Fair P 
Fair Fair 


Number of Months 
Prior to the Turns 





9 20 
16 17 
22 15 





47 52 














higher than “fair,” then only 41 per cent of the 114 predictions 
were helpful as compared with 46 per cent at least slightly mis- 
leading and 13 per cent about neutral. 

It does not necessarily follow from these low ratings that the 
forecasters were entirely without honor, for it cannot be taken for 
granted that the layman would have done as well. It seems quite 
likely, on the contrary, that pure chance would give a lower aver- 
age score than “‘fair.”’ 

[To be continued] 


Erratum. In Part I of this article which appeared in the April issue of 
the Journal, typographical errors occurred in the first and third dates given 
in footnote 36. The first date should read June 10, 1922, and the third, 


July 23, 1927. 





